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PUSHING BACK THE PUSHOUTS:
THE SEC’s BROKER-DEALER RULES

THURSDAY, AUGUST 2, 2001

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE

AND GOVERNMENT SPONSORED ENTERPRISES,
JOINT WITH THE

SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,

COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The joint subcommittees met, pursuant to call, at 10:05 a.m., in
room 2128, Rayburn House Office Building, Hon. Michael G. Oxley,
[chairman of the Committee on Financial Services], Hon. Richard
H. Baker, [chairman of the Subcommittee on Capital Markets, In-
surance and Government Sponsored Enterprises], and Hon.
Spencer Bachus, [chairman of the Subcommittee on Financial Insti-
tutions and Consumer Credit], presiding.

Present from the Committee on Financial Services: Chairman
Oxley.

Present from the Subcommittee on Capital Markets, Insurance
and Government Sponsored Enterprises: Chairman Baker; Rep-
resentatives Bachus, Hart, Cox, Weldon, Ackerman, Bentsen, Sher-
man, Inslee, Capuano, K. Lucas of Kentucky, Israel, and S. Jones
of Ohio.

Present from the Subcommittee on Financial Institutions and
Consumer Credit: Chairman Bachus; Representatives Baker, Kelly,
Cantor, Grucci, Capito, C. Maloney of New York, Manzullo, Hart,
Ackerman, Bentsen, Sherman, K. Lucas of Kentucky, Waters,
Tiberi, and Watt.

Chairman BAKER. Good morning. I just wanted to make an an-
nouncement for those interested in the hearing this morning. I am
advised that we will have a minimum of two votes which just were
called. It appears that because of the timing of the votes we would
probably have a likely start time of about 10:30. I know how it
feels to be on the tarmac in the plane wondering what’s going on.
Our on-time departure will now be probably 10:35. We hope to
make up for that in the air, and we will be back soon. Thank you.

[Laughter.]
[Recess.]
Chairman BAKER. Due to the time constraints of not only our

panelists, but Members this morning, there are numerous activities
ongoing this morning, I’m going to call our meeting to order. I do
expect Members’ participation as they return from the vote cur-
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rently pending. To facilitate important testimony, I’d like to recog-
nize Chairman Oxley at this time for his opening statement.

Mr. OXLEY. Thank you, Chairman Baker and also to Chairman
Bachus for calling this hearing on the Securities and Exchange
Commission’s interim final rules. One of the important duties of
these subommittees is not only to make law, but also ensure that
the laws are correctly understood and implemented by agencies
under our jurisdiction. Today’s hearing provides us an opportunity
to demonstrate why this second rule is so important.

When Gramm-Leach-Bliley became law in November of 1999, the
regulatory landscape for the American financial services industry
was fundamentally changed. The Gramm-Leach-Bliley Act replaced
Depression-era laws with a comprehensive framework for banking,
securities and insurance geared for the 21st century. The old finan-
cial services laws were not designed for a world where technology
would give consumers almost limitless investment options. But in
order for consumers to exercise that freedom, artificial barriers to
providing banking, insurance and securities services needed to be
removed, and that’s exactly what Gramm-Leach-Bliley did.

Functional regulation has taken the place of the inflexible one-
size-fits-all approach that existed before the Act. The ‘‘push-out’’
provisions were designed to allow banks to continue to perform
such traditional activities as providing investment advice and act-
ing as trustees without having to register under the securities
laws. At the same time, banks would not be given limitless author-
ity to engage in the securities business.

Functional regulation means that banking activities will be regu-
lated by the banking authorities and securities activities will be
regulated, of course, by the SEC.

The SEC’s interim final rules raise troubling questions as to
whether that agency has upheld the letter and the spirit of the law.
GLB was never meant to make banks disrupt their customer rela-
tionships and force traditional banking activities into broker-dealer
affiliates. But the SEC’s rules, were they to become final as writ-
ten, would do just that. I’m encouraged that the SEC has extended
both the comment period and the effective date of its rules, and I
hope this hearing will provide the SEC with an opportunity to re-
ceive valuable input on how the law was meant to be implemented.

I want to say I look forward to hearing from all of our witnesses
today and exploring this topic further. The great strides made by
Gramm-Leach-Bliley are too important to be undone by misguided
attempts to implement the law, no matter how well intentioned.
And I want to emphasize that GLB, in particular, the functional
regulation provisions of Title II, was negotiated over a very long
period of time. Boy, was it long.

[Laughter.]
And the Congress gave consideration to concerns raised by not

only every witness represented here today, but every other affected
party and the public, and I’m proud of our work on that historic
piece of legislation and have no intention of reopening debates that
were so carefully and fairly resolved.

The SEC’s interim final rules, however, clearly need substantial
revision to accurately reflect Congress’ intent in that statute, and
this hearing is an important step in that process.
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And let me pay a special welcome to Chairwoman Unger for
being here two days in a row. You’ll get combat pay. And in your
final appearance as Acting Chairwoman, we’ve been proud of the
work that you’ve done there and hope you continue on as a Com-
missioner there doing the fine work that you’ve done over a num-
ber of years. And with that, Mr. Chairman, I yield back.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 50 in the appendix.]

Chairman BAKER. Thank you, Mr. Chairman. I, too, would like
to add my expression of appreciation, Ms. Unger, for your work. We
certainly have enjoyed having your opinions and professional guid-
ance in matters before the committee and certainly wish you well
in all future endeavors.

Ms. UNGER. Thank you.
Chairman BAKER. Our hearing here this morning is a joint hear-

ing, which I am acting as Chair for Panel I. Chairman Bachus will
chair Panel II. The Financial Institutions Subcommittee and the
Capital Markets Subcommittee both have expressed concern about
the pending rules which were pursuant to Title II of Gramm-
Leach-Bliley. The Commission, on May 11th issued an interim final
rule concerning definitions and exemptions for banks, savings asso-
ciations pursuant to Sections 3(a)(4) and 3(a)(5) of the Act of 1934.

Initially, the implementation date was October of this year. Now
as a result of the Commission’s actions, the date has been pushed
back to May 2002 to give affected parties and the Congress the op-
portunity to make comment.

Without doubt, the rule has generated controversy not only from
market participants’ perspective, but also among almost all finan-
cial regulatory interests.

The intent of Gramm-Leach-Bliley was, to the best of our ability,
to the field not only from a market, but a regulatory perspective,
among banking, insurance and securities participants. And cer-
tainly that was aimed at fairness in regulatory constraints. I would
only add at this point that I feel it is important from here forward
that all financial regulators given the consolidated business struc-
tures which are now commonplace in the market, should to the ex-
tent practicable discuss and consider from all perspectives rules
which will have effect on your respective market participants.

The lines which historically divided business practice was clearly
eroded by market practice and by statute, and this creates addi-
tional burdens, understandably, on the regulators to consult and
understand the consequences. But I think it very important that
the development of this rule perhaps could have had an easier road
had such preliminary discussions been engaged in.

At this time, to facilitate, I’m going to ask the Members’ permis-
sion. Chairman Bachus has an opening statement. I don’t know if
a Member on the other side would have an opening statement. Ms.
Unger has some time constraints, and for Members to facilitate
questions of Ms. Unger, I would suggest, with your permission,
that Mr. Bachus be recognized for an opening statement, and to go
directly to Chairwoman Unger so Members may have an oppor-
tunity for questions.

Without objection, Chairman Bachus.
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Chairman BACHUS. Thank you. I have a written statement. I’m
going to introduce it into the record and in the interest of time de-
part from that and just make two points.

The first point is that when Chairman Baker says there’s been
concern expressed, ‘‘concern’’ is too mild a word. Hysteria may be
more——

Chairman BAKER. I’m always a person of understatement. You
know that.

[Laughter.]
Chairman BACHUS. This rule would cause changes that I think

our financial institutions—that they’re not necessary and unwise
and would cause many of the traditional functions that they’ve
done, done well, and done safely to unnecessary changes in how
they do it and pushing those out.

The other point that I would emphasize is that with the blending
of securities, insurance and banking, the regulators have got to
work together. You’ve got to rely on each other for expertise. Not
talk at each other, but talk with each other. Sit down and have se-
rious discussions I think before some of these rules are released.
It undermines I think the faith in the regulatory system when we
have rules that come out that are then—well, they come out and
there are flaws and I think significant, fundamental problems with
them. And you can tell that in this instance we have that case, be-
cause you can read what the Federal Reserve and other bank regu-
lators say about it, what the industry says about it, and see the
profound differences in opinion. And I think some of these can be
avoided. And I’m not criticizing any one agency. I think we could
have that happen by any agency.

But I would hope that there would be much more cooperation
and discussions and reviews among the agencies before these
things are announced to the public.

And those are my two points, Mr. Chairman.
Chairman BAKER. Thank you, Chairman.
Chairman BACHUS. And I appreciate you convening this hearing.
[The prepared statement of Hon. Spencer Bachus can be found

on page 52 in the appendix.]
Chairman BAKER. Thank you very much for your interest and

leadership in this matter as well.
At this time I’d like to recognize our first witness, which we will

depart a little bit from customary practice. We would receive Ms.
Unger’s testimony and then have subcommittee questions in order
to facilitate her departure time.

It’s a pleasure to have you back, Chairwoman Laura Unger, of
the Securities and Exchange Commission. Welcome.

STATEMENT OF HON. LAURA S. UNGER, ACTING
CHAIRWOMAN, SECURITIES AND EXCHANGE COMMISSION

Ms. UNGER. Thank you very much, Chairman Baker and Chair-
man Bachus. And I appreciate your kind words, Chairman Baker,
as to my tenure as Acting Chairwoman. This may be the last time
you get to call me Chairwoman, so feel free to use it as many times
as you like.

[Laughter.]
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I am actually pleased to be here today to talk about Gramm-
Leach-Bliley and the historic legislation and the implementation of
the functional regulation provisions in Title II of this legislation.
We recognize, as has already been indicated today, that there are
a number of significant issues that have been raised about the
Commission’s rulemaking in this area, and I want to assure you
that we are listening very closely to these concerns.

I thought I would just touch on a couple of general issues today
rather than the more specific and technical parts of our rules since
the comment period is still open on those rules.

Most importantly, I do want to emphasize to you our commit-
ment to implement Title II of Gramm-Leach-Bliley Act in a manner
that faithfully upholds the plain meaning of the Act and Congress’s
intent in enacting the legislation. We are eager to work with the
banks and the bank regulators to reach the appropriate balance in
the rules consistent with our mandate to protect investors. We also
are committed to easing the transition process for banks in imple-
menting this historic legislation.

In enacting the Gramm-Leach-Bliley Act, Congress determined
that functional regulation was necessary. That is, any bank that
conducts a full-scale securities business has to do so through a reg-
istered broker-dealer. Without functional regulations, some inves-
tors would have different rights and protections than others, de-
pending on where they did business. And we at the Commission
strongly believe that investors deserve the same protection, regard-
less of where they buy and sell securities.

In preserving some of the exemptions to the definitions of
‘‘broker’’ and ‘‘dealer’’, however, Congress determined that certain
traditional bank activities should not be disturbed. This creates a
tension in the statute between the objective of having the full-scale
brokerage activities occur in a registered broker-dealer, and the
goal that certain traditional bank activities, such as trust activi-
ties, would not be disrupted.

The Commission, as you know, is statutorily charged with inter-
preting the functional regulation provisions of the Act, and the
rules that we issued represent our judgment as to how to effec-
tively implement the statute consistent with Congress’s intent. The
rules were intended to provide legal certainty about some issues of
concern that the banking community actually brought to our atten-
tion as creating some ambiguity.

I thought I would take a few minutes to talk about the process
that we used to interpret the terms in the statute. The Gramm-
Leach-Bliley Act does not specifically mandate or require the Com-
mission to engage in rulemaking in this area. And initially, we
didn’t think that we would engage in rulemaking in this area, and
that, in fact, we would act on a case-by-case basis and provide ex-
emptions and interpretive relief. At the time, the banking commu-
nity did not bring any particular concerns to our attention, so we
assumed this was the correct approach.

As we moved closer to the effective date for implementation of
the Act, however, the banking community became more vocal about
the nature and degree of uncertainty regarding the scope of the
statutory exceptions.
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As we gradually heard from more banks and their representa-
tives, we realized that more general guidance was necessary. Un-
fortunately, at the point that this occurred, we were bumping up
against the effective date of the functional regulation provisions. So
we issued these rules as interim final rules, a procedure the Com-
mission does not often use, but that our banking regulators do use,
and we thought maybe this was the appropriate time to try them
in the context of banking legislation. By issuing interim final rules,
we were able to provide quick and definitive guidance to the indus-
try in the short time remaining before the effective date.

We determined that the interim final rules would grant imme-
diate relief to banks from certain of the statutory provisions while
affording opportunity to get substantive comments by delaying the
effectiveness of the other provisions. We have definitely gotten
some substantive comment.

But I want to underscore that the rules were interim in nature
and that we have sought public comment on these rules. Our in-
terim final rules extended the May 12, 2001 effective date for the
functional regulation provisions so that we could meaningfully re-
spond to the comments. On July 18th, as you know, we extended
the comment period for the interim final rules until September 4th
of this year, and the effective date for the rules even further, to
May 12th, 2002. As a result of this extension, banks have another
year to conform their securities activities to the requirements of
the Gramm-Leach-Bliley Act.

We also indicated that we intend to amend the interim final
rules. And we do not expect the banks to adjust their internal com-
pliance systems until after the amendments are adopted. And we
will extend the compliance date once again for the rules once the
amended rules are issued.

Our expectation is that these extensions of time should provide
ample opportunity for the Commission to continue what we believe
have become constructive dialogues with the banking industry and
the bank regulators to craft rules that will implement the func-
tional regulation provisions in the most reasonable, cost-effective
possible manner consistent with investor protection.

I want to stress, as Chairman Oxley pointed out, that the statu-
tory exemptions are extremely complex and that it did take a long
time to adopt the legislation. In fact, it took 20 years, to the best
of my knowledge. So our goal in this rulemaking is not to extend
our jurisdiction, but to adopt rules that are consistent with the lan-
guage and Congressional intent of the Gramm-Leach-Bliley Act,
and with the Commission’s primary mandate to protect investors.

We welcome your continuing interest in this issue, and we com-
mend you all for your important role that you have played in mod-
ernizing the Nation’s financial services industry.

Thank you very much for the opportunity to testify, and I look
forward to any questions.

[The prepared statement of Hon. Laura S. Unger can be found
on page 59 in the appendix.]

Chairman BAKER. Thank you very much, Ms. Unger. To try to
put a fine point on this, in my view the Gramm-Leach-Bliley provi-
sions relative to broker-dealer matters was constructed to facilitate
certain activities in which banks traditionally engaged, which in-
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cluded trust and fiduciary activities, the offering of investment ad-
vice, custody and safekeeping activities, the use of sweep accounts,
and transactions and asset-backed securities.

The concern I have in the operational consequence of the rule as
promulgated is that activities historically engaged in by financial
institutions, particularly in communities where financial services
providers are limited in many rural areas of the Nation, the con-
sequences of the Act where an institution does not deem it advis-
able financially to create the structure necessary to provide the
services outside its own bank lobby will in net effect result in a
public consequence of services simply not being provided.

Is there a view at the Commission that the consequence of the
rule would, in fact, result in that, or was this something that was
not foreseen when the rule was ultimately promulgated?

Ms. UNGER. If you’re asking about small banks and what the
Commission’s——

Chairman BAKER. Trust activities.
Ms. UNGER.——has been with respect to that, there are two

parts to that answer. One is the trust activity generally and the
other is small bank trust activity. With respect to small banks, the
Commission has always been concerned about small entities, in-
cluding broker-dealers and other institutions that we regulate on
an ongoing basis. We have reached out to the small bank commu-
nity, and in fact we are instituting a number of meetings that are
upcoming to really find out from them how the interim final rules
impact the way they do business and how we can preserve their
ability to carry on these traditional bank activities without them
crossing the line into wholesale brokerage.

As far as trust activities, I think the interim final rules don’t pre-
clude certain trust activities such as custody. When you get into
order-taking—and areas where we traditionally have regulated
order-taking—it really depends on what the activity is by the insti-
tution. Order-taking with a de minimis payment for order-taking is
different than commission-based order-taking. Once you move to-
ward a commission-based order-taking, to me that looks like bro-
kerage activity.

This is why a dialogue is very important. We wouldn’t want to
preclude order-taking for a de minimis cover-your-cost kind of fee,
but once a bank has a salesman’s stake in that transaction, then
that is securities activity. And so we start with that concept and
that belief, and we want to hear why it’s not.

Chairman BAKER. I just want to express the view that the more,
how shall I say it, generous terms of defining appropriate conduct,
particularly in the area of trust activities in the community bank
environment, would be very, very helpful I think in the overall re-
ceptivity of the rule as currently constructed.

Now there are other issues, and I’m sure other Members will
speak to those. But that is one around which I had particular inter-
est.

Ms. Waters, did you have questions?
Ms. WATERS. Thank you very much, Mr. Chairman, and thanks

to our panelists for being here today. I would like to ask you about
certain parts of your testimony. As you note in your statement, you
reference the fact that Congress directed the SEC not to disturb
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the traditional trust activities of banks. The rules that your agency
adopted for trust activities, however, appeared to create a great
deal of disturbance in the trust departments of banks, inserting the
SEC far into the relationship of the banks and their customers in
particular.

The rules your agency has adopted may require many banks to
renegotiate trust compensation agreements with customers that
were designed to comply with the requirements of the trust and fi-
duciary laws. Could you comment as to why you thought it was
necessary to impose very detailed, account-by-account requirements
even though trust compensation arrangements must comply with
the bank’s fiduciary obligations?

Ms. UNGER. Well, my testimony noted that we were charged with
interpreting what the exemptions meant and that, in doing so,
Congress charged us to make sure that banks don’t engage in
wholesale brokerage inside the bank yet enable banks to keep in-
tact their traditional bank activities.

The account-by-account interpretation was intended to prevent
wholesale brokerage from occurring within the institution. If we
were to say, OK, 51 percent of your activity is banking and 49 per-
cent could be wholesale brokerage or could be brokerage, then
there could be a number of accounts in the trust department that
were, in fact, wholesale brokerage. So we determined that an ac-
count-by-account calculation would prevent wholesale brokerage ac-
tivity from occurring in the trust department.

Now we did say that a bank would not have to engage in an ac-
count-by-account calculation if its sales compensation from the
trust activities is less than 10 percent of the total compensation
coming from these activities. So our understanding was that the 10
percent exception would allow banks that have just traditional
trust activities to continue those activities. If that 10 percent level
is too low, then of course we would like to consider what would be
the appropriate level. But that 10 percent threshold would mean
you would not have to keep track on an account-by-account basis.

Ms. WATERS. Could you refer to the part of my question that
asked whether or not the rules your agency adopted may require
banks to renegotiate trust compensation agreements with cus-
tomers that were designed to comply with the requirements of the
trust and fiduciary laws?

Ms. UNGER. I might not know enough of the specifics to answer
this fully, but I will get you a more fulsome answer. My under-
standing is that we will look not just at the label of the relation-
ship, but the actual nature of the relationship. And as in my an-
swer to Chairman Baker, the more there is a salesman’s stake in
the outcome of the account, the more it looks like brokerage activ-
ity.

So to the extent you’re advising the clients and managing their
trust account, that would probably not come under traditional bro-
kerage. But we can’t just say, well, because you say it’s a fiduciary
relationship, that’s enough to satisfy us that it’s not brokerage ac-
tivity.

Ms. WATERS. OK. So, I guess we are at this point because the
Act itself did not specifically require you to do rulemaking and you
decided that you didn’t have to do it, and you came up with some
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new rules that kind of say, well, the 10 percent rule and some
other things and case-by-case, and you think that that is good
enough, that that takes care of any concerns that one may have
about the intent of the Act?

Ms. UNGER. No. I think we’re trying to balance what Congress
told us to do, and that is to maintain the traditional bank activities
without allowing wholesale brokerage in the bank. We sought input
from the banking industry who told us they wanted more guidance,
and that is what led to the rules, and to the timing of the rules.

We continue to seek input on this provision. It was our best judg-
ment that, based on the information we had at the time, the 10
percent was sufficient to allow banks to continue traditional trust
activity without having to account for it on an account-by-account
basis.

Ms. WATERS. Do you still think that you made the correct deci-
sion not to do rulemaking, but rather the way that you are doing
it is going to work out?

Ms. UNGER. Well, this is a rulemaking. It’s not the way the Com-
mission traditionally proposes its rules. But again, we had the time
pressure that led us to conclude this was the best.

Ms. WATERS. Well, of course, you know this is not the rule-
making, the traditional rulemaking that we’re referencing. You
know this is different.

Ms. UNGER. This is different for us, too. It’s not different for the
bank regulators. So we’re trying to emulate the bank regulators,
but maybe not to your satisfaction.

Ms. WATERS. You’re right about that.
Ms. UNGER. I suspected. The reason that we extended the time

period, though, is that we heard a lot from the banking industry
and from the bank regulators that we didn’t get it exactly right. So
we’re going to continue to work to get it exactly right.

Ms. WATERS. That’s right. You didn’t get it right and we’re glad
to hear you say that, and you’re right. We’ve got to get it right.
Thank you.

Ms. UNGER. You’re welcome. Thank you.
Chairman BAKER. Before recognizing Mr. Bachus, I think I want

to take just 30 seconds to make the expression of my position more
clear. And as I am understanding it, if you get to the activities of
a trust—and let’s assume for the moment now we’re not talking
about a small bank, we’re talking about a complicated trust—
where there may be various accounts within the construct of that
trust, the presumption under the rule as constructed would be
you’d have to go to each account activity to determine the appro-
priate regulatory constraint as opposed to what I would view as the
historic presumption that the trust itself—that any activity per-
formed by a bank in the capacity of trustee is covered by the trust
exemption, unless there is a specific finding by the Commission
that a particular activity should not.

So I think the view is a reversal of the presumptions here, not
necessarily the applicability of the regulatory oversight. Thank you,
Mr. Bachus. Mr. Bachus?

Chairman BACHUS. Thank you. Looking at Gramm-Leach-Bliley
in its entirety, does the SEC maintain that it was Congress’s intent
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to require traditional bank practices such as trust and fiduciary
services to be moved from the bank to a broker-dealer?

Ms. UNGER. Well, you know, what is interesting, Chairman
Bachus, is the fact that what people might consider to be tradi-
tional bank activities has really evolved in the 20 years of talking
about financial modernization. And I think there has always been
some concern about securities activities being conducted in the
banks.

So now that we are supposed to functionally regulate banks’ se-
curities activities, I think the fact that the banks have been con-
ducting these activities for a long period of time doesn’t make them
any less securities activities. And so we’re trying to balance our
urge to regulate securities activities with the business practices of
banks.

So, we want to fulfill our mandate of protecting investors and
regulating securities activities, as we think you want us to, while
preserving the ability of the bank to conduct what they consider to
be traditional bank activities.

Chairman BACHUS. But, I guess my question was, are you con-
tending that these trusts and fiduciary activities should be moved
from the bank to a broker-dealer? Or do you think that that’s what
the Congress intended?

Ms. UNGER. You mean wholesale? It would probably make it a
lot easier.

Chairman BACHUS. Any move. Any change in the present status
quo?

Ms. UNGER. No, I don’t. I think it’s something that we really
need to work with the bank regulators and the banking industry
on to figure out where to draw the lines.

Chairman BACHUS. All right. How can Congress be assured that
the Commission will amend their interim final rules in a way that
meaningfully addresses the concerns that the other regulators on
our panel expressed in their opening statements that I’ve read and
have raised regarding bank trust activities, custodial activities, in-
vestment advisory activities? In other words, can we get some as-
surance?

Ms. UNGER. That we’ll get it right the second time.
Chairman BACHUS. Can we get some commitment?
Ms. UNGER. I can absolutely commit to you that I would not

want to come back and testify after our final rules are adopted
about why we didn’t get it right the second time. We are committed
to working with the bank regulators and the industry to balance
the two competing interests, which are very difficult to balance. I
think, given the time extension, that we can do that.

Chairman BACHUS. And substantial changes will be made?
Ms. UNGER. I don’t know if your definition of ‘‘substantial’’ would

be the same as mine, but I can assure you that we absolutely in-
tend to amend the rules that were proposed.

Chairman BACHUS. I don’t know if I still have some time. I’ll ask
the bank regulators. Have there been any problems in the areas of
trust and fiduciary services that would lead to the need for an SEC
oversight in addition to the oversight that Federal and State bank-
ing regulators supply today?
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Mr. MEYER. Mr. Chairman, I don’t believe so. But as the Chair-
woman has indicated, there is an urge on the part of the SEC to
oversee and to regulate all securities activities wherever they lie.
Banking agencies for a long time before there was an SEC were su-
pervising security activities that are going on in banks. We have
a process of doing so. We operate under the fiduciary and trust law.
We have bank examinations that effectively assure compliance
with those laws. No, we don’t think there’s any necessity to have
another regulator duplicate and oversee those activities.

Mr. KROENER. Let me just add to that, I think a fair reading of
the legislative history and the intent here of the Congress indicates
an awareness that there had not been significant securities-related
problems arising out of these traditional activities, and that was
the fundamental basis on which Congress created these exemp-
tions.

Chairman BACHUS. I would agree.
Ms. BROADMAN. I’ll agree with both of those statements. We’re

not aware of reasons to push these activities out of the bank. And
in fact, we will note that bank fiduciary and trust activities are
subject to a comprehensive regulatory scheme. They are closely ex-
amined by bank regulators. Trustees have the highest duties that
they owe to their customers, higher in many respects than broker-
dealers.

Chairman BACHUS. Thank you. And let me just close by saying
Chairwoman Unger, I am very impressed with your willingness to
work and to promise cooperation and to make a commitment to go
forward with an upside-down look and review of these rules. I
mean that sincerely. I thank you.

Ms. UNGER. Well, thank you, Chairman. I think you just heard
the dilemma that we face, which is how we accomplish functional
regulation of ‘‘traditional’’ bank securities activities.

Chairman BACHUS. I don’t think Congress intended another layer
of regulation over what has been in place.

Ms. UNGER. No. Nor do we want to provide another layer.
Chairman BACHUS. And I think what’s been in place has worked

well. But I sincerely appreciate your willingness to work with us
and with the industry and with the other regulators. I mean that.

Ms. UNGER. Thank you.
Chairman BAKER. Thank you, Chairman Bachus.
To restate where we are for Members since folks are busy this

morning, in and out, we recognized Ms. Unger for her opening re-
marks and we have not yet heard the testimony from our other
three witnesses in order to facilitate an early departure for Ms.
Unger. Mr. Watt, you would be next for questions. I would ask that
Members, if you do not feel the need to pursue questions of Ms.
Unger at this time, because we will have further discussions from
the other witnesses as well, but, Mr. Watt, you’re up next in reg-
ular order.

Mr. WATT. Thank you, Mr. Chairman. I assume your encourage-
ment not to ask questions doesn’t extend to an encouragement not
to praise the Chairman. So I want to start by praising the Chair-
man, both Chairs, for convening this hearing quickly and helping
to kind of create some momentum here for a discussion, public dis-
cussion, about what I think is an extremely difficult issue.



12

My initial reaction, and I continue to have this reaction, is that
the SEC clearly probably overstepped. And my initial inclination
was to do a letter expressing that as a number of people on the
subcommittees have done. But once a hearing was scheduled, it
seemed to me to be an appropriate step to have the benefit of the
testimony and discussion before getting too far out there.

And I want to join with Chairman Bachus in expressing my feel-
ing that your response appears to me to be a very, very appropriate
response and balanced response. That you put something out there,
you probably realized that it would provoke some discussion, prob-
ably not as much as it has provoked, and you want to now proceed
with caution and try to work out what the appropriate balance is.

I think we should resist the temptation to get into a battle be-
tween the regulators, though, just on the question of whose turf is
here and remember that our objective is to create a set of rules
going forward that work for the new world that we have created
and sanctioned under Gramm-Leach-Bliley. So it can’t always be
business as usual, because Gramm-Leach-Bliley is not business as
usual. And I think inherently, we are going to have these kinds of
tensions being raised, and it is good to have an aggressive public
discussion about them. And while I don’t want to leave any impres-
sion that I think the balance that you achieved in the initial rule-
making was the appropriate balance, I think it’s good to have this
discussion, and I think it’s good that this discussion has been pro-
voked by the rules or the proposals that you have come forward
with.

So, in that context, I think we’ve got some difficult times ahead
not only on this set of issues, but on a number of issues that I
think we’re going to have to work out between historical patterns
of regulation. And I do think it’s important for us as Members of
these subcommittees to keep in mind that the overwhelming re-
sponsibility of the SEC is to assure the protection of the public and
customers. And while that is not adverse to any of the other regu-
lators, they have exercised that jurisdiction historically in an ag-
gressive fashion, and I hope they will continue to exercise it in an
aggressive fashion. And I hope the regulators won’t get to the point
where you are just kind of jockeying for power and position here,
but that all of the regulators will keep in mind that this is about
protecting the public and consumers and customers at the end of
the day.

I didn’t ask a single a question.
Ms. UNGER. I could pretend you did.
Chairman BAKER. You started out very well, though.
Mr. WATT. But I praised the Chairmen and I praised the SEC

representative, so I guess I’m doing all right.
Chairman BAKER. I won’t forget that. Thank you, Mr. Watt.
Ms. UNGER. Thank you.
Chairman BAKER. Mr. Manzullo, you’re next by time of arrival,

but I have to advise the subcommittees that the Chairwoman needs
to be out of here by 11:20, so Mr. Manzullo, proceed accordingly,
but we have to excuse our witness timely.

Mr. MANZULLO. I just have a comment. In addition to being on
the panel here, I’m the Chairman of the Small Business Com-
mittee. And you’re in a very difficult position. I think you did a
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great job of defending the interim final regulations, whatever those
are called. But my question would be on behalf of the small banks
in this country and also of the tons of small banks that are in the
Congressional district that I represent, which has a lot of rural
areas, did you seek any comment prior to issuing the interim final
rules from the small banks or small bank organizations or Congres-
sional panels?

Ms. UNGER. We did, but we are making a much more concerted
effort to reach out to the small bank community. We have sched-
uled a number of meetings, and are in the process of scheduling
more meetings to make sure that we do address the particular con-
cerns of small banks. The Commission has always expressed con-
cern about small institutions. We’re always mindful in any regula-
tion of the cost and benefit and burdens to the smaller institutions,
and we routinely grant exemptions to smaller institutions.

Mr. MANZULLO. I guess the other question would be with regard
to whether or not the SEC should have even promulgated rules
into traditional bank activities where the area there was gray and
you went ahead and issued the rules. Did you confer with any Con-
gressional panels or Members of the Banking Committee for fur-
ther elucidation on that issue?

Ms. UNGER. We did not reach out to the Members. I believe we
worked with the staff, we worked with the banking community, the
bank regulators and really it was the banking community that led
us to believe that the interim final rules were necessary and that
there was more general guidance needed than what we were in-
tending to provide, given our statutory obligation under Gramm-
Leach-Bliley, which was through granting exemptions and pro-
viding interpretive relief.

Mr. MANZULLO. Thank you. I yield the balance of my time to
Mrs. Kelly.

Mrs. KELLY. Thank you. Thank you very much, Mr. Manzullo.
Ms. Unger, an interim final rule sounds to me like an oxymoron.

I don’t see that that’s something—I mean, if you’re going to amend
an interim final rule, how is it final?

My concern with regard to what is happening here is twofold.
Normally when an agency issues a major rule in a final form with-
out having any kind of a comment period, no area, no time period
for notice and comment, that’s very, very unusual. And taking the
form of an interim final rule, I’d like to know why the SEC took
that stand.

Ms. UNGER. That’s a very fair question, because the Commission
does not usually issue interim final rules. I had said in my testi-
mony that what happened was, we had initially intended to issue
interpretive relief and guidance on a case-by-case basis, and we en-
couraged the industry to let us know if there was confusion and a
need for guidance.

It wasn’t until we bumped up to the time where the statute was
going to take effect that we found out there was general confusion
and the need for more general guidance. We actually looked to the
bank regulators practice in issuing the interim final rules. They do
this type of rulemaking routinely. It’s unusual for our agency.
There is a comment period, however, even with interim final rules.
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We even extended that comment period. The comment period had
originally expired on July 18th.

We extended it to September 4th in response to the numerous
comments and letters that we received with respect to the interim
final rules. We’ve been using the time in the interim to meet with
the interested groups, to reach out to small banks, to really try to
get together with the constituencies who expressed concern about
our interim final rules. We also have plans to sit down with the
bank regulators. I think we’re in the process of scheduling some-
thing so that we may resume our conversations with them as well.

But what’s interesting about this is what Congressman Watt was
talking about. We don’t want to duplicate regulation. We want effi-
cient, effective regulation. We want a seamless web of regulation,
and that’s what we’re trying to achieve with the bank regulators.
You hear them talk about them regulating bank securities activi-
ties, and yet we’re told to regulate bank securities activities. So we
just need to figure out how we can do the best job consistent with
the business practices of banks and make it work.

Mrs. KELLY. Well, I guess what I find disappointing here is the
fact that when we worked so hard to craft the Gramm-Leach-Bliley
bill, we were very clear that we expected the regulators to work to-
gether. And what I feel here I’m really disappointed that the SEC
didn’t work with the other regulators before they did this interim
final rule.

I just think that this has created a tremendous legal uncertainty
for the banks that are trying to figure out what their obligations
are under this new rule and by extending a comment period and
by doing the issue of an interim final rule prior to having enough
period for comment and workout, I think that this has the potential
for allowing the banks and the bank customer relations to deterio-
rate during this timeframe. I would hope that you would address
that. And I would hope that you would be very specific and very
clear when you’re dealing with the banks. They need some guide-
lines. And I feel that this may unfairly affect their relationship
with the general public. I don’t know how you feel about that, if
you want to respond to that.

Ms. UNGER. Well, I think the fact that we didn’t know they want-
ed more general guidance was maybe the first misstep in what may
be viewed as a series of missteps. We’re trying to have a relation-
ship with the bank regulators—but this is really the first time
we’re charged with coming up with a seamless web or system of
regulation.

We sat down with them. I think they didn’t like what we said
and maybe we didn’t agree with some of what they said. I think
now it’s clear we came up with our best judgment about how to
make sure banks don’t engage in wholesale brokerage activity
within the institution, yet preserve the traditional bank activities.

I think a certain amount of it reflects a learning curve. I think
we’re continuing to learn, we’re continuing the dialogue, and we
really don’t want to duplicate regulation. But I don’t want to be
called up here in 6 months and have you say that it’s your job to
regulate the securities activities of banks, and you didn’t. So I
think we want to be very careful that we get it right, because this
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is very big, it’s historic legislation, as you said, and you’re talking
about a substantial part of the financial industry.

Chairman BAKER. Ms. Unger, Mr. Manzullo’s time has expired,
Mrs. Kelly, and I feel an obligation to facilitate Ms. Unger’s depar-
ture here. She’s been gracious with her time and we’re past your
departure schedule.

With the subcommittees’ understanding, we will return to reg-
ular order and hear the testimony of our other witnesses. I’d like
to at this time excuse Ms. Unger. I am confident there are Mem-
bers who would like to make further expression or pose further
questions with regard to the testimony. The record remains open,
and we may get back to you in writing.

Ms. UNGER. Thank you very much.
Chairman BAKER. Thank you for your participation this morning.
Ms. UNGER. I appreciate that. I hope the Members leave feeling

that we are sincere in our efforts to continue a cooperative dialogue
with everybody who’s interested in having one.

Chairman BAKER. For that, we are appreciative. Thank you very
much for your appearance here today.

Proceeding now in regular order, our next witness this morning
is the Honorable Laurence Meyer, a Member of the Board of Gov-
ernors of the Federal Reserve System, no stranger to the sub-
committees. Welcome, sir.

STATEMENT OF HON. LAURENCE H. MEYER, MEMBER, BOARD
OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. MEYER. Thank you. Chairman Baker and Members of the
subcommittees, I appreciate this opportunity to present the views
of the Federal Reserve system on the interim final rules issued by
the SEC to implement the bank securities provisions of the
Gramm-Leach-Bliley Act. The manner in which these provisions
are implemented is extremely important to banks and their cus-
tomers and well deserves your attention.

As the banking agencies detailed in our official comment to the
Commission, we believe the rules are, in a number of critical areas,
inconsistent with the language and purposes of the GLB Act and
create an overly complex, burdensome, and unnecessary regulatory
regime. The rules as currently drafted would disrupt the tradi-
tional operations of banks and impose significant and unwarranted
costs on banks and their customers.

We support the Commission’s recent actions to address impor-
tant procedural aspects of the rules by providing or promising var-
ious extensions to the rules and the underlying statutory provi-
sions. We believe these procedural steps are both necessary and ap-
propriate to ensure there is a meaningful public comment process
and that the SEC receives much needed information regarding the
practical effects of its rules on the traditional activities of banks.

More importantly, we look forward to engaging in a constructive
dialogue with the Commission and its staff and to assisting them
in modifying the substance of the rules in a manner that gives ef-
fect to Congress’s intent and does not disrupt the traditional activi-
ties of banks.

However, we are concerned that the SEC testimony today—and
I refer specifically to their more detailed written testimony—sug-
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gests that the SEC is not prepared to make the substantive
changes needed to make the rules conform to the language of the
GLB Act and the intent of Congress.

Congress worked carefully in designing the securities provisions
so as not to disrupt the traditional activities of banks. It is impor-
tant to keep in mind that these provisions were not imposed be-
cause abuses had occurred in the traditional securities activities of
banks. In fact, banks generally have conducted their securities ac-
tivities responsibly and in accordance with bank regulatory re-
quirements and other applicable law. Nor was this change under-
taken in order to extend regulation to an unsupervised activity.
Banks in the securities activities they conduct as part of their
banking business are supervised, regulated, and examined by the
relevant Federal and State banking agencies.

Rather, the review of the bank exception was undertaken to ad-
dress a concern that, with Glass-Steagall repeal, security firms
might acquire a bank and move the securities activities of the
broker-dealer into the bank in order to avoid SEC supervision and
regulation.

Some also expressed concern that banks might in the future sig-
nificantly expand their securities activities beyond the traditional
services provided to bank customers. Congress sought to balance
these concerns with a desire to ensure that banks could continue
to provide their customers the securities services that they had tra-
ditionally provided as part of their customary banking activities,
without significant problems, and subject to the effective super-
vision and regulation of the banking agencies.

The end result—the GLB Act—replaced the blanket exception for
banks from the definitions of ‘‘broker’’ and ‘‘dealer’’ with 15 excep-
tions tailored to allow the continuation of key bank security activi-
ties.

While we differ with the Commission on a number of aspects of
the rules, we are most concerned with the provisions that imple-
ment the statutory exception for the trust and fiduciary activities
of banks. Trust and fiduciary activities are part of the core func-
tions of banks, and banks have long bought and sold securities for
their trust and fiduciary customers, under the strong protections
afforded by fiduciary laws and under the supervision and examina-
tion of the banking agencies. In fact, the Conference Report for the
GLB Act specifically states that, I quote: ‘‘the conferees expect that
the SEC will not disturb the traditional bank trust activities’’
under this exception.

The interim final rules, however, impose compensation require-
ments on an account-by-account basis that are unworkable, overly
burdensome, and at odds with both the language and the purposes
of the exception. Under the rules as written, many customers that
have chosen to establish trust and fiduciary relationships with
banks will be forced to terminate these relationships or have dupli-
cate accounts at the bank and a broker-dealer resulting in in-
creased costs and burden. This was very clearly not the result in-
tended by Congress.

Another of the exceptions included by Congress in the GLB Act
was designed to protect the custodial and safekeeping services that
banks have long provided as part of their customary banking ac-
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tivities. Bank-offered custodial IRAs provide consumers throughout
America a convenient and economical way of investing for retire-
ment on a tax-deferred basis, and banks have long executed securi-
ties transactions for these accounts, subject to IRS requirements
and the supervision and regulation of banking agencies.

Banks, as part of their customary banking activities, also provide
benefit plans with security execution services and execute securi-
ties transactions on an accommodation basis for other custodial
customers. The Commission has stated, however, that the custody
exception does not allow a bank to effect security transactions for
its custodial IRA accounts, for benefit plan accounts, or as an ac-
commodation for custodial accounts. This position essentially reads
the explicit authorization adopted by Congress out of the statute,
is completely contrary to the purposes of the Act, and would dis-
rupt longstanding relationships between banks and their cus-
tomers.

The interim final rules also impose unworkable or overly broad
restrictions on the networking arrangements a bank may have with
a third-party broker.

In addition, we strongly believe that the rules should provide a
cure or leeway period to banks that are attempting in good faith
to comply with the exceptions, particularly given the complexity of
the rules. Indeed, in some cases, banks will not even be able to con-
firm that their security transactions will comply with an exception
at the time they are conducted.

The Board stands ready to work with the SEC and the banking
industry to make sure the significant extent of changes to the rules
that are needed to ensure that any final rules reflect the words of
the statute and the intention of Congress.

Thank you.
[The prepared statement of Hon. Laurence H. Meyer can be

found on page 81 in the appendix.]
Chairman BAKER. Thank you very much, Governor Meyer.
Our next witness is the General Counsel for the Federal Deposit

Insurance Corporation, Mr. William Kroener. Welcome, sir.

STATEMENT OF WILLIAM F. KROENER III, GENERAL COUNSEL,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. KROENER. Thank you. Chairman Baker, Chairman Bachus,
Members of the subcommittees, I appreciate the opportunity to tes-
tify on behalf of the FDIC regarding the implementation by the
Federal Deposit Insurance Corporation and other Federal banking
agencies of Title II of the Gramm-Leach-Bliley Act.

My testimony today will discuss our view of the Securities and
Exchange Commission’s interim final rules that seek to implement
the bank broker-dealer exceptions set forth in Title II. Those views
are also set out very completely in the official comment letter of the
banking agencies to the SEC.

We are concerned that the burden on banks resulting from the
SEC’s interim final rules would force the push-out of various lines
of business by banks that meet the statutory exceptions in Title II
of the Gramm-Leach-Bliley Act. As you know, Title II was a care-
fully crafted compromise intended to allow these lines of business
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to be offered by banks. The SEC’s interim rules would effectively
overturn this compromise.

The adverse impact of the interim final rules would be especially
painful for hundreds of community banks that do not have SEC-
registered broker-dealer affiliates. These banks provide important
trust and custody services to their communities. If the SEC’s in-
terim final rules stand as currently drafted, customers of commu-
nity banks would lose these important services.

As published in the Federal Register of May 18th, the interim
final rules are intended to clarify the SEC’s interpretation of var-
ious bank exceptions from the definition of ‘‘broker’’ and ‘‘dealer’’ in
the Exchange Act. However, instead, the rules in effect signifi-
cantly revise the statutory language in Title II and disregard Con-
gressional intent regarding the various statutory exceptions.

First, the trust and fiduciary exception. Of greatest concern to
the FDIC and the other banking agencies are the provisions of the
final rules that implement the statutory exemption for traditional
trust and fiduciary activities. We believe many of these provisions
conflict with the statutory language of the Gramm-Leach-Bliley Act
and will significantly interfere with the traditional trust and fidu-
ciary activities of banks. These activities are a key component of
the business of banking for many banks, including more than 1,000
community banks. They have long been offered to bank customers
without significant securities-related problems, and are already
regularly examined by bank examiners for compliance with trust
and fiduciary principles that provide strong customer protections.

The trust and fiduciary exception in Title II broadly authorizes
the bank, without registering as a broker-dealer, to effect securities
transactions in a trustee capacity so long as the bank is ‘‘chiefly
compensated’’ for such securities transactions by forms of trustee
compensation and if other statutory conditions are met.

The SEC’s interim final rules provide that a bank meets the Act’s
chiefly compensated requirement only if, on an annual basis, the
amount of the relationship compensation received by the bank from
each trust account exceeds the sales compensation received by the
bank from that account.

The FDIC and the other banking agencies strongly disagree with
the SEC’s position that the Act’s chiefly compensated condition for
the trust and fiduciary exception may be implemented on an ac-
count-by-account basis.

Second, the custody and safekeeping exception. We also disagree
with the SEC’s treatment of the Act’s custody and safekeeping ex-
ception. That statutory exception permits a bank, without reg-
istering as a ‘‘broker’’ under the Exchange Act, to engage in various
custodial and safekeeping-related activities, ‘‘as part of its cus-
tomary banking activities.’’ This exception also allows banks to en-
gage in other activities as part of their customary safekeeping and
custody operations, including facilitating transfer of funds or secu-
rities as a custodian or clearing agency, effecting securities lending
and borrowing transactions from customers, and holding securities
pledged by a customer.

We strongly disagree with the SEC’s position that the custody
and safekeeping exception does not permit banks to accept securi-
ties orders for their custodial IRA customers, for Section 401(k) and
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benefit plans that receive custodial and administrative services
from the bank, or as an accommodation to custodial customers. We
understand that one of the changes made in the Conference Com-
mittee in enacting the Gramm-Leach-Bliley Act was intended to
address precisely this. Although the SEC’s interim final rules in-
clude two SEC-granted exemptions for custodial-related trans-
actions, including a small bank exemption, these exemptions are
subject to numerous burdensome conditions so that the result is lit-
tle benefit to banks and enormous disruption.

Third and finally, the networking exception. We are concerned
with respect to that exception that the SEC’s interpretation of the
term, ‘‘nominal one-time cash fee of a fixed dollar amount’’, imposes
unnecessary limitations on the securities referral programs of
banks that are not required by the statute. Prior SEC precedents
regarding networking arranged by banks and savings associations
did not involve such restrictions on bonus programs and referral
fees as are contained in the interim final rules.

To conclude, the FDIC commends the subcommittees for focusing
attention on the significant impact of the SEC’s interim final rules
on the banking industry.

Given the profound impact of the interim final rules on the func-
tional regulation of securities activities of banks, we hope that the
SEC will engage in a meaningful dialogue with the banking agen-
cies to produce a final rule that significantly limits unnecessary
termination of traditional banking services or, in the alternative,
does not force customers to have to seek duplicative account ar-
rangements.

Thank you.
[The prepared statement of William F. Kroener can be found on

page 99 in the appendix.]
Chairman BAKER. Thank you very much, Mr. Kroener.
Our final witness on this panel is Ms. Ellen Broadman, Director

of Securities and Corporate Practices, Office of the Comptroller of
the Currency. Welcome, Ms. Broadman.

STATEMENT OF ELLEN BROADMAN, DIRECTOR OF SECURI-
TIES AND CORPORATE PRACTICES, OFFICE OF THE COMP-
TROLLER OF THE CURRENCY

Ms. BROADMAN. Thank you. Chairman Baker, Chairman Bachus,
Members of the subcommittee——

Chairman BAKER. And you need to pull that mike. They’re not
very sensitive. You have to just pull it close.

Ms. BROADMAN. Can you hear me now?
Chairman BAKER. Absolutely.
Ms. BROADMAN. Oh, good. OK. Chairman Baker, Chairman Bach-

us, Members of the subcommittees, thank you for this opportunity
to discuss the SEC’s interim final rules. We appreciate the sub-
committees’ efforts to review the significant issues that the rules
raise.

To begin, I would like to commend the Commission for its recent
actions on the rules. The Commission’s recent decision to extend
the time for banks to comply with the rules was a constructive first
step.
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We also welcome and view as essential its commitment to further
extend the compliance time once final rules are adopted so banks
have sufficient time to bring their operations into compliance with
the rules. And we are especially pleased that the Commission rec-
ognizes the importance of and anticipates amending the rules.

The banking agencies are currently working together to develop
for the Commission suggested approaches for revising the rules. We
look forward to working with the Commission in developing rules
that are workable for banks and that are consistent with the statu-
tory language and Congressional intent behind the rules.

We especially appreciate the subcommittees’ support for this col-
laborative effort. The Office of the Comptroller of the Currency and
the other banking agencies provided the Commission with com-
prehensive and detailed comments on the rules because of the sig-
nificant issues they raise. We are concerned that the rules create
unworkable requirements that would force banks to discontinue
traditional banking activities that Congress specifically intended to
preserve under the Gramm-Leach-Bliley Act.

We are concerned that the rules would significantly disrupt long-
standing relationships between banks and their customers, would
restrict customer choices and increase customer costs. This result
is unnecessary and inconsistent with the intent expressed by Con-
gress in enacting these provisions.

One particularly troubling area is how the rules would treat
trust and fiduciary activities subject to the exemption. Congress
adopted this exemption to permit banks to continue offering tradi-
tional trust and fiduciary services. To qualify for this exemption,
the rules require banks to conduct account-by-account reviews and
establish for each individual account that the account meets very
complicated compensation requirements. This provision and other
provisions in the rules are so burdensome for banks and so imprac-
tical that they will effectively force banks of all sizes, large and
small, to discontinue significant aspects of their traditional trust
and fiduciary business.

Another area of concern is the treatment of custody and safe-
keeping activities. These activities, like trust and fiduciary activi-
ties, are part of the core business of banking. Congress created a
custody and safekeeping exemption to allow banks to continue pro-
viding the full range of customary custody and safekeeping serv-
ices. Bank custodians have a long history of providing to customers
order transfers to registered broker-dealers. Despite this long-
standing history, the rules do not include customary custodial
order-taking within the exemption. Instead, the rules create an ex-
emption that permits bank custodians to continue taking orders if
they do not charge any fees for the service.

To the extent that the rules force banks to stop offering order-
taking as a convenience, customers will no longer have the choice
of using their selected custodian to submit their orders. We believe
this is contrary to both the language and the Congressional intent
of the statute.

We have a number of other areas of concern that are detailed in
our comment letter that also are very important and that need to
be addressed by the Commission in revising its rules.
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Our comment letter also expressed concerns with the process
that was employed in adopting the rules. Final rules were issued
prior to a notice and public comment period. This is not the normal
way that the banking agencies issue their rules. This placed banks
in an untenable position. Without knowing how the rules would be
changed, banks were required to take immediate steps to comply
with the rules without knowing how the rules would be changed
prior to the effective date. Our letter urged the Commission to re-
view public comments before establishing final rules and then
grant banks sufficient time to bring their operations into compli-
ance.

We appreciate the Commission’s response in which it pledged to
address these problems. We believe the Commission has taken a
positive step by extending the dates for compliance and acknowl-
edging that the rules must be changed after consideration of the
public comments.

We stand ready to provide the Commission assistance in this
process. And again, we appreciate the attention the subcommittees
have given to the significant issues raised by the Commission’s
rules and appreciate this opportunity to express our views.

[The prepared statement of Ms. Ellen Broadman can be found on
page 116 in the appendix.]

Chairman BAKER. Thank you very much, Ms. Broadman. I would
quickly add to your comment, it’s apparent Members of the sub-
committees have a very keen interest in resolution of the matter.
And as you and the other panelists reach conclusions about rem-
edies that would be appropriate, we would be very appreciative of
being engaged in that discussion.

I was visiting with Chairman Bachus during the course of the
hearing this morning—and we’ve pretty much, at least on our be-
half, reached a conclusion that we’d like to have those remedies—
so in the event the remaining months ahead don’t bring appro-
priate resolution, we might have an approach that might be help-
ful. And Chairman Bachus may wish to address that at a later
time.

Mr. Kroener, I want to understand it from a consumer perspec-
tive here for a minute. You’re my banker. I come in to see you and
I want to set up a trust for the kids. And pre-Gramm-Leach-Bliley,
as long as your compensation package didn’t trigger certain things,
you could in your capacity as the trustee get all of it done and tell
me where to sign. Today if the SEC rule would go into effect, de-
pending on account-by-account how your income is derived, not
with regard to my business, but generally in the banking practice,
you may in order to facilitate the distribution of my investment
strategy, have to go to a broker-dealer.

Now beyond the disruptive effect of that new arrangement, there
is a potential to increase the cost to me as the consumer for those
services, because in your capacity as a trustee, you’re going to be
compensated because of those arrangements. And now we have to
add on the broker-dealer for whatever it is he’s going to do. Is that
a fair assumption.

Mr. KROENER. Yes. I think it’s fair. Let me expand on that a lit-
tle. Right now if you come to me to set up a trust account for your
family and others, the bank will act as trustee, agree to set up the
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trust account, look at the asset composition and decide, given the
objectives of your trust and the needs, the various transactions
needed to be performed to set the portfolio correctly. And the bank
will then charge you fees, and it may also do transactions through
a registered broker-dealer and charge the account amounts for
those transactions.

Under the new rule as proposed, the process of initially setting
up the portfolio will incur fees through the broker-dealer that will
count as the bad type of compensation that banks cannot receive—
not relationship compensation. So if the bank actually has the mis-
fortune that you’ve come to them to set up the portfolio in Decem-
ber of a year and the bank goes ahead and executes the trans-
actions in December of that year, the compensation to the broker-
dealer for setting up the portfolio the way it needs to be in the
bank’s view as trustee will be much higher than the other fees that
the trustee would receive for the year. So that account would not
be exempt, even on an account-by-account basis. And it would be
necessary for the bank in that circumstance to require you not only
to open the trust account, but also for you to open a separate bro-
kerage account with a broker-dealer and for the customer to actu-
ally go to the broker-dealer to arrange these transactions, as I un-
derstand it.

Now that’s an extreme example, because I’ve picked December of
a year. But that’s a single account. And that one account may
cause the bank to not avail itself of the exemptions in the Act for
these traditional trust services. The bank has to track it in a very
different way than it would have prior to the Act. And it may not
even be possible for the account to be done at all.

Chairman BAKER. Well I take that as a yes.
[Laughter.]
Chairman BAKER. And secondarily, my point is, this is not just

a matter of which regulator gets to look at the books, nor a matter
of which industry makes the fees, there is an operative con-
sequence to a consumer as a result of the implementation of these
rules, and my concern is that we are, in fact, layering a regulatory
oversight, increasing the net cost to the consumer of fiduciary serv-
ices. And I think that is the principal focus which I hope the sub-
committees will take.

I’m just about to expire my time.
Mr. Watt.
Mr. WATT. Thank you, Mr. Chairman.
Mr. Meyer, let me understand whether your position is that if a

bank were engaging in an activity before Gramm-Leach-Bliley,
would there be any circumstance under which you would think that
the SEC would come in and do regulation of that activity as op-
posed to the banking regulators?

Mr. MEYER. I think the issue here is: are there activities that
should be legitimately pushed out of banks under these rules?

Mr. WATT. All right. So you’re saying if there is such an activity,
it ought to be pushed out of the bank and not be retained in the
bank and therefore there is no activity that should be retained in
the bank——

Mr. MEYER. And double-regulated.
Mr. WATT.——that the SEC should have any jurisdiction over?
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Mr. MEYER. No. Not double regulation, not double oversight, no.
But I think the tension here is that the SEC may have concerns
that banks would try to become engaged in a general retail broker-
age business not related to their trust accounts, not related to their
custodial accounts. And it seems to me that’s what this whole
push-out was about—to prevent banks from moving in directions
beyond their customary ones.

Mr. WATT. OK. Let me go back to not a trust account, but an IRA
account. Maybe there’s no difference between the two technically,
but in my mind—I’m directing my own IRA account. Are banks
doing that inside the bank now?

Mr. MEYER. Absolutely.
Mr. WATT. OK. And when there is a transaction of securities, I

call and I say I want to transfer——
Mr. MEYER. You want to make a change.
Mr. WATT. I want to sell IBM and buy something else. Does the

bank get a separate commission there?
Mr. MEYER. It can. It takes the order, and it can get paid for tak-

ing that order, although it is effected and actually executed ulti-
mately through a broker-dealer.

Mr. WATT. OK. Does the bank get a commission, or does the com-
mission go to the broker-dealer?

Mr. MEYER. Well, the bank can charge for that.
Mr. WATT. I think you’re sidestepping my question. Does the

bank get a commission? Do they get a commission, or have they
been paid a separate fee for just being the administrator of my
IRA?

Mr. MEYER. Well, no, they can get a fee for administering, but
they get a fee that has to cover any fee charged by the broker-deal-
er for executing the commission, and they can also charge a fee for
taking that order.

Mr. WATT. OK. But they can’t get a commission on the sale
itself?

Mr. MEYER. They get a commission for taking the order, if you
like. The actual execution is done ultimately by the broker-dealer.
But they pass that through to the customer.

Mr. WATT. Well, I’m assuming they pass all this through to the
customer.

Mr. MEYER. Right.
Mr. WATT. The question is whether that person—well, let’s cut

the broker-dealer out. Let’s say they did it online. They can’t do
that?

Mr. MEYER. They always do it and they have to do it through a
broker-dealer.

Mr. WATT. OK. So you can’t do it online. They can’t just sit in
the office and do it online and take a commission there. But they
can charge a fee and then charge the broker-dealer’s commission
back to the customer, right?

Mr. MEYER. Of course.
Mr. WATT. OK. All right. I don’t have a position on this. I’m just

trying to figure out what the appropriate response is. And you’re
saying the broker-dealer part of that has got to be pushed out?
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Mr. MEYER. What the SEC says is that the bank can hold as a
custodian the securities, but can’t be involved in any activities re-
lated to order-taking.

Mr. WATT. OK. If they have a securities subsidiary or affiliate,
can they go to their own affiliate and use them as the broker-deal-
er?

Mr. MEYER. Well, of course, they could do that, certainly. They
could use a broker-dealer, including an affiliate.

Mr. WATT. OK. I’m just——
Mr. MEYER. But the issue here is that customers are used to

working with banks who administer their IRA accounts and doing
their customary business. If I want to make a change in my IRA
account, I can do it through the bank. I call up the bank. I tell
them exactly what I want to do. I don’t have to set up two ac-
counts, one with my bank and another with a separate broker-deal-
er in order to get that transaction done. That would be burden-
some, break the normal relationships, and be added cost for the
bank customer.

Mr. WATT. Thank you, Mr. Chairman. This is enlightening. I
think more educational than——

Mr. MEYER. Could I make another point about this, because this
was an issue that came up during the Conference Committee, as
Members of the subcommittees I’m sure are aware. At that time,
we thought there was no problem with these transactions and this
order-taking as part of custodial IRA accounts, but the banking
agencies got wind that the SEC was taking a different interpreta-
tion, and we included a specific provision, or the Conference Com-
mittee added a provision to the bill that clarified, we thought, that
these kinds of order-taking and securities transactions could be un-
dertaken as part of custodial IRA accounts, and we thought the
issue was settled.

Chairman BAKER. Mr. Watt, if I may jump in just for a moment.
I recall the confusion in the Conference about the disposition of
these accounts, and there was an affirmative line inserted which
said traditional trust activities would not be affected by the adop-
tion of the Act, and at issue is the SEC rule affecting those historic
traditional services being provided by the bank. I’m told that about
90 percent of the securities activities that result in commissions
are done through broker-dealers anyway. So this is not about di-
verting order flow from broker-dealers to banks, who are going to
take the commissions from the SEC certified broker-dealer. It is
more a question of how the customer engages with the bank and
gets a product delivered by his bank to him. Either way you go, the
customer is going to pay. You’re absolutely right. My concern is
that just with a different layer of authority, you could have the po-
tential for higher cost assessments on the consumer.

Mr. WATT. I appreciate the Chairman giving me a little extra
time. And I guess my concern is in that 10 percent. I think the 90
percent, there’s a clear understanding of that.

Chairman BAKER. And my understanding is, and Governor
Meyer may want to jump in, is that in that remaining area where
the trustee is compensated in his capacity as a trustee and admin-
istration official of the trust activities, he is compensated in that
fashion and not as a commission as a broker-dealer would be com-
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pensated. So as long as he’s engaging in his administrative respon-
sibilities to facilitate the order or the instructions for the trust, I
think that’s sort of the catch-all here. And when you get beyond
that pale, then you do have to have a broker-dealer. I think.

Mr. Bachus.
Mr. BACHUS. Thank you. I’m not going to ask any questions of

the panel, because everything you said I agreed with.
[Laughter.]
I don’t want to elicit a negative response. Let me simply say this.

I am going to yield to the gentlewoman from Pennsylvania for
questions. But I will tell you, picking up on what Chairman Baker
said, that there is sentiment on both sides of the aisle. I’ve talked
to my counterpart in the Senate. I think we’ve got a commitment
here this morning for substantial changes in the rules by the SEC.
I know Chairman Pitt will be on the Hill in discussions. We hope
to get the same commitment from him.

If there are not substantial changes in the rules by the SEC,
then substantial changes will be made legislatively, and I hope we
can avoid that. But there will be substantial changes to the rules
one way or the other.

Chairman BAKER. Thank you.
Chairman BACHUS. Thank you.
Chairman BAKER. Thank you, Mr. Bachus.
Ms. Jones.
The gentleman has yielded his time to Ms. Hart. Thank you.
Ms. HART. Thank you, Mr. Bachus, I appreciate that. And thank

you, Mr. Chairman. I won’t take too much time either. Listening
to the testimony actually from the SEC and now from the three of
you, I still don’t know if before these rules were issued there was
some contact or conference among the four of you or your organiza-
tions. Could you sort of enlighten me a little bit more about exactly
what type of contact there was prior to these rules actually being
issued?

Mr. KROENER. Let me try to respond to that. I, as FDIC General
Counsel, was involved with the general counsels of the other bank-
ing agencies in overseeing and monitoring the implementation of
Gramm-Leach-Bliley generally, including these rules. There came a
time when speeches were made by SEC staff members, with the
disclaimer they did not represent the official position of the SEC,
that gave us great concern. And we, the banking agency general
counsels, sought to schedule, did schedule and had a meeting with
the SEC staff to discuss our concerns about the rules, our view of
how the rules ought to be—our views of the legislative history.
That occurred, I think, in March of this year. It did take a long
time, and it was late in the game.

In the course of that meeting, I think we did give them a letter
that had been received by one of the banks that one of us regulates
saying that one of the big mutual fund groups was actually going
to discontinue business with that bank because of continuing un-
certainties. But we did express our views. We did make our views
known about the legislative history. As I say, I think that meeting
was March 7th of this year. And the next thing that really hap-
pened was the interim final rules came out.
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Ms. HART. Which was something that you didn’t actually expect
to see?

Mr. KROENER. That is correct.
Ms. HART. Mr. Meyer.
Mr. MEYER. I would just point out that the SEC did not reach

out to the banking agencies as they were beginning their thinking
about formulating the rules. The banking agencies had to initiate
the meeting when we understood they were going into this process,
and we had an idea from their speeches that they were going to
be very contrary to what our view was of the intent of Congress
in the provisions of GLB.

That meeting was not, shall we say, interactive and collabo-
rative, but it was an opportunity to voice our concerns. But we got
very little from that effort by the time those rules were actually re-
leased.

Ms. HART. And there was no contact? OK. And I guess we have
a vote. But I just quickly also wanted to ask one question as well.
Did you foresee after Gramm-Leach-Bliley that the regulation of
the traditional securities-related activities would be overseen more
by the SEC?

Mr. MEYER. No. Actually, we thought the plain language of the
Act in this case was very clear. And for a time, we didn’t think
there would be any rule writing and that it might not be necessary.

So the rules were a surprise and the content was a major sur-
prise.

Ms. HART. Is that pretty fair to assume that all of you agree?
Mr. KROENER. Yes.
Ms. BROADMAN. We agree with that.
Ms. HART. OK. Thank you. Thank you, Mr. Chairman.
Chairman BAKER. Thank you, Ms. Hart.
Just as sort of announcement of schedule here, Mr. Bachus has

departed for the floor to vote, so we can continue with our hearing.
Those who wish to leave and come right back, I would encourage
you. Ms. Jones is next for questions, and you’re recognized.

Ms. JONES. Thank you, Mr. Chairman. I’m sitting here smiling
only because last year when I came to Congress, last year, last
term, and Gramm-Leach-Bliley was on our plate, I can’t believe
that none of us or you did not contemplate the possibility of the sit-
uation that you find yourselves in right now. Now that’s not to say
I don’t support or that I do support the position.

But let’s look at it from this perspective just for a moment. If
we’re talking about the consumer and we’re talking about you act-
ing in trust, I’m saying a banker acting in trust for a consumer,
assume, just for example, that something goes wrong with the
transaction. Assume that the consumer then tries to figure out who
is responsible for the problem with the transaction with their trust.
Should not they be able to come back to you or to the broker-dealer
or to understand the obligation or who’s regulating that conduct if
you are, in fact, engaging in conduct that traditionally had not
been the conduct you had engaged in prior to Gramm-Leach-Bliley?

Mr. Meyer.
Mr. MEYER. No. But we’re talking about activities that were en-

gaged in prior to Gramm-Leach-Bliley and that banks have sought
to retain after Gramm-Leach-Bliley. So those activities were cus-



27

tomary. Should the customer have a place to go to? Absolutely. It
can complain to the bank and its supervisors that oversee this, and
we look at those complaints. We have that responsibility to protect
the investor’s interest. Absolutely. It is not a question that the SEC
is the only supervisor out there that is capable of protecting inves-
tors’ interests. Bank supervisors have acted in this capacity for a
long time.

Ms. JONES. But in the course of your discussion——
Ms. BROADMAN. May I add something?
Ms. JONES. I only have 5 minutes, so I don’t want two answers

to the same question, unfortunately. I’m sorry. In the course of our
whole discussion are 20 years of trying to decide whether we were
going to let banks and securities and everybody do each other’s
business. Surely you contemplated down the line that there would
be a point where you would cross over and there would have to be
some type of interagency regulation. Mr. Kroener, are you confused
by my question? You had a frown on your face. So if you are, I
want to clear it up for you.

Mr. KROENER. Let me try. Sorry. No, I wasn’t confused by the
question. It has been clear for decades that a bank acting as trust-
ee has responsibilities to the customer, is fully answerable to the
customer. It is one of the highest duties in the law.

Ms. JONES. And can receive compensation for the work that they
do?

Mr. KROENER. The trustee receives compensation. And a trustee
may be surcharged for mishandling the trust. That had been long
established. Banks have executed security transactions in their ca-
pacity as trustee for decades, without major problems having aris-
en. And so when the legislation was passed, there were discussions
about whether it was necessary for those traditional activities that
banks were doing to be swept into the push-out provisions that
would subject them to——

Ms. JONES. Let me just stop you for a moment. Assuming I agree
with you for purposes of this short discussion that we had that
these are traditional conduct or business that you’ve previously en-
gaged in, none of you are saying then that if you operate outside
of the traditional trust conduct that you should not be regulated by
the SEC? If your bank decides to sell securities or whatever, right?
Question? In other words, you act outside of the traditional trust
relationships. That’s what you were just saying, what you tradi-
tionally do as a trustee. If you act outside of that and you begin
to engage in conduct that is that of a broker-dealer that you should
not be regulated by the SEC.

Maybe I’ll go to Ms. Broadman. Maybe she understands my ques-
tion.

Ms. BROADMAN. I understand. I think that Congress recognized
that nobody wanted to put full-scale brokerage operations in banks.
And in fact, that was the intent of the Gramm-Leach-Bliley Act.
Our concern is that the way the Commission has implemented the
Act. They’re doing it a way that is not needed to to make sure that
full-scale brokerage activities are pushed out.

If you look at the trust area, there are enormous regulations, fi-
duciary duties. There are customer protections. I think you’re right
to be looking at is the customer protected. Where a bank is acting
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as a trustee, they have the highest duties. Consumers can sue
them if they don’t act in the best interest of the customers. They
can recover costs. There is customer protection there.

Ms. JONES. I’m almost running out of time, Ms. Broadman. Let
me just ask you this question. But there is nothing in Gramm-
Leach-Bliley that keeps a bank from deciding that now I want to
be a broker-dealer and creating a broker-dealer within the bank?
That’s what the purpose——

Ms. BROADMAN. There are. There are advertising restrictions. A
bank can’t run a full-scale brokerage operation such as——

Ms. JONES. Stephanie Tubbs Jones Incorporated Bank could cre-
ate Stephanie Tubbs Jones, a broker and agency separate and
apart from the bank, right?

Mr. MEYER. No. But that is not one of the exceptions. There are
specific exceptions that are tailored——

Ms. JONES. But my question is not whether that’s one of the ex-
ceptions. I’m just saying that you could, in fact, create a broker.
Someone else could create it and call it Stephanie Tubbs Jones Inc.

Mr. MEYER. Could not.
Ms. BROADMAN. Banks can create subsidiaries that are brokers.

They’re separate. But they can’t put it in the bank.
Ms. JONES. Right. So the answer is yes?
Mr. MEYER. No, not inside the bank.
Ms. BROADMAN. It’s a separate entity.
Ms. JONES. A separate entity. That’s what I just said.
Ms. BROADMAN. But Gramm-Leach-Bliley doesn’t permit that to

take place within the bank.
Ms. JONES. I should not have said within the bank. Because real-

ly you’re just engaging in the same shell game that you engaged
in before Gramm-Leach-Bliley, that there was another company
that you could use to do what you couldn’t do under Gramm-Leach-
Bliley. Are you with me?

Mr. KROENER. Absolutely.
Chairman BAKER. Ms. Jones, your time has expired.
Ms. JONES. Thank you very, very much.
Chairman BAKER. I would clarify it as a pot plant rule. This one

you can’t do behind the pot plant, you’ve got to have it down the
hall in another room.

Ms. JONES. Exactly. Thank you.
Chairman BAKER. And the question is, if the bank doesn’t have

the money to do that, are we depriving customers of services they
are otherwise provided? I’d like to recognize Mr. Tiberi at this time.

Mr. TIBERI. Thank you, Chairman Baker.
Kind of following up on my colleague from Ohio’s comments, hav-

ing now established that we all agree that there’s differences be-
tween bank trust departments and the way the oversight is and
the oversight on brokerage firms. Would you all agree—could you
explain, I guess, first, the oversight that a bank trust has, and
would you all agree that the need for additional SEC oversight is
unnecessary?

Mr. MEYER. Yes. I think there are two major areas. One, the
bank trust departments operate under trust and fiduciary law. And
bank examiners examine these departments for compliance with
that law. Then they examine to make sure that there are policies



29

and procedures in place that govern that compliance. They make
sure that there are no conflicts of interest, and all the other things
that the SEC could do to protect investors’ interests are being un-
dertaken by the bank regulators and their examination of the trust
departments.

So there is absolutely no need for a duplicative second set of su-
pervisors and oversight of these responsibilities. I mean, the prob-
lem here is clearly that the SEC believes that they’re the only ones
that should have the authority to supervise those activities.

Mr. TIBERI. Thank you.
Ms. BROADMAN. I think it’s important, too, just to add to that,

to look at it from the customer perspective. There are customers
who would prefer to do business with a bank than with a reg-
istered broker-dealer. And to the extent that the rules force activi-
ties out into broker-dealers, they are denying customers that
choice.

Also, some people feel that the regulation in the banks, the fidu-
ciary or the trust requirements, impose higher duties than those
that are imposed on broker-dealers, so they would rather do busi-
ness there. But in any case, we agree fully with Governor Meyer’s
comment that in the trust and fiduciary area, there are extensive
regulations both under State law, under Federal law, and under
our regulations.

We have examiners that are in the banks. In the largest banks,
we have examiners that are there on a full-time basis constantly
reviewing what’s going on, and in the smaller banks on a regular
basis looking at their activities, so that you do have a pervasive
legal regulatory scheme as well as pervasive oversight by the bank
examiners.

Mr. KROENER. I don’t have anything to add to the prior answers
of the other two witnesses.

Mr. TIBERI. Thank you, Mr. Chairman.
Chairman BAKER. Thank you, Mr. Tiberi. We’re down to about

two-and-a-half minutes. I’m going to have to run to the vote. Mr.
Bachus, I understand, is on his way back. So we would stand in
recess for just a few minutes until Chairman Bachus returns.

I would just make the observation, it appears to me just from a
casual reading of the papers that the SEC has a lot of responsibil-
ities to conduct in other areas, and it would seem pursuing inap-
propriate conduct within the bank that’s already subject to banking
regulators’ oversight might not be an effective use of resources. So
we have some concerns that I think need to be addressed.

We stand in recess.
[Recess.]
Chairman BACHUS. The Capital Markets and the Financial Serv-

ices Joint Committee hearing is called to order. When we recessed,
we had anticipated—two Members had requested that we return
and allow them to ask questions. They have not returned. I’m going
to ask one final question. Once you answer that, if they’re not back,
we will adjourn the first panel.

My question—and this for the record—in defending their rule-
making process on the push-out proposal, the SEC testified earlier
that the banking agencies routinely issue, ‘‘interim final rules.’’ Is
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that true? Under what circumstances have your agencies issued
such interim final rules in the past?

Mr. MEYER. We occasionally issue interim final rules, and I’ll
give you an example. Under Gramm-Leach-Bliley, we were oper-
ating under very short timeframes for when new activities in the
statute were becoming effective. And so we had interim rules to
open up access to the new activities for banks so they wouldn’t be
delayed. So when it came to qualifications for financial holding
companies, that was an interim final rule to get that going so that
banks could immediately have access to it. When it came to new
activities that banks could engage in, in affiliates, and so forth,
those were interim final rules.

When we had a controversial case that would impose a new bur-
den on a bank, we did not use interim final rules. The capital
under merchant banking is a perfect example. We put out a pro-
posal. We knew it would be contentious. After all of the discussion,
we didn’t put out then a final rule, but we issued it again as a pro-
posal to allow further comment on it. And I think that’s the model
that we feel is the appropriate one in this context.

Chairman BACHUS. And ‘‘routine’’ would be that you all don’t
routinely issue?

Mr. MEYER. Right.
Ms. BROADMAN. We are the same. We would not routinely use

the interim final rule approach. We’ve used it in unusual cir-
cumstances to relieve burden. We would not use it in a case like
this where we’re imposing new burdens on banks that are going to
be very controversial. So we take a similar approach to the Federal
Reserve Board.

Mr. KROENER. And the same is true, Congressman, of the FDIC.
We have used interim final rules where it expands authority of
banking organizations, but not for the first time to restrict or pro-
hibit or significantly affect existing activities.

Chairman BACHUS. I appreciate your answers. If there are no
further questions, the first panel is discharged. And we’ll go right
to the second panel. We certainly appreciate your testimony and
appreciate you being here, and apologize for the delay.

I want to welcome the second panel and look forward to your tes-
timony. The second panel is consisted from my left to right of Mr.
Michael Patterson, Vice Chairman, J.P. Morgan Chase & Company;
Mr. Edward Higgins, Executive Vice President, U.S. Bancorp.
You’re testifying on behalf of the American Banking Association?

Mr. HIGGINS. Yes, Mr. Chairman.
Chairman BACHUS. I see. And Mr. Robert Kurucza, General

Counsel of the Bank Securities Association. Mr. Reid Polland,
President and Chief Executive Officer, Randolph Bank & Trust
Company, also testifying on behalf of the Independent Community
Bankers. And finally, Mr. Eugene F. Maloney, Executive Vice
President and Corporate Counsel, Federated Investors. Welcome to
you all. We have a mix of veterans before the subcommittees and
first-time witnesses. At this time, Mr. Patterson, we’ll start with
you. Thank you.



31

STATEMENT OF MICHAEL E. PATTERSON, VICE CHAIRMAN.
J.P. MORGAN CHASE & CO.

Mr. PATTERSON. Thank you, Chairman Bachus. I very much ap-
preciate the opportunity to be with you today to comment on the
SEC’s interim final rules. My brief remarks will touch only on a
few specific aspects of the rules that are illustrative of our broader
concerns. And my written statement addresses additional issues
which have been part of an ongoing dialogue between banking or-
ganizations and the Commission’s staff.

At the outset, let me emphasize that we are not opposed to func-
tional regulation or to full compliance with Title II of the Gramm-
Leach-Bliley Act. Quite the contrary. Congress made a clear deter-
mination that certain activities once conducted by banks should
now be conducted by SEC-registered broker-dealers, and at J.P.
Morgan we are moving various activities into our broker-dealers
and, indeed, over 1,000 of our bank employees have qualified to be-
come SEC-registered representatives.

Our basic concern is that the interim final rules impose detailed,
complex requirements on activities that Congress decided to leave
in banks. The cost of complying with these requirements would be
very substantial, and in some cases, the rules would make it vir-
tually impossible for banks to continue those activities.

The rules evince a suspicion on the part of the Commission that
without the straitjacket of the rules, banks would conduct a whole-
sale brokerage operation under the guise of a trust or a custody de-
partment. Given the conditions in the statute itself, we don’t think
that suspicion has any basis that would justify the burdens im-
posed by the rules. These bank activities are subject to extensive
fiduciary and other legal duties and potential liabilities and are in-
tensively supervised by bank regulators. Given these constraints,
we don’t believe it would be rational or possible for a bank to try
to provide a full service brokerage in disguise.

Several of our concerns with the interim final rules relate to com-
pensation. Under the Act, transactions in a trustee or fiduciary ca-
pacity are exempt only if the bank is ‘‘chiefly compensated’’ on the
basis of administration or certain other fees. The SEC rules pro-
pose that the chiefly compensated test, which has very complex
definitions of different categories of compensation, be applied to
every single account. For J.P. Morgan, this would require a periodic
review of more than 50,000 trust and fiduciary accounts to deter-
mine and document their compliance. Our firm’s existing manage-
ment information systems—and we suspect those of most other
banks—do not provide data using all the categories required by the
SEC’s test. We could, of course, create new systems given enough
time and money. In fact, I believe one bank has estimated that
doing so will cost it at least $15 million.

But we do not believe that Congress could possibly have intended
banks to assume a burden of this magnitude in order to dem-
onstrate that a traditional banking business should not be pushed
out of the bank. Instead of an account-by-account approach, we
agree with the banking regulators that the Commission should
adopt a test that measures chiefly compensated ‘‘on an aggregate
basis,’’ and hopefully, with simplified compensation calculations.
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We’re also concerned about the provisions related to employee
compensation, including the SEC’s discussion of bonus plans.
Bonus plans are not mentioned in the Act. However, the Commis-
sion seems to take the view that unregistered bank employees may
not receive bonuses based in any part on securities transactions
unless the bonuses are based on the overall profitability of the
bank. But few if any bonus plans are based on the stand-alone
profitability of a bank as opposed to the profitability of the overall
financial institution or a business unit within it. This requirement
would effectively regulate the structure of bank bonus compensa-
tion plans and we think is another example of the SEC’s unneces-
sarily broad approach to eliminate the perceived, but we think un-
substantiated, risk of evasion.

One final example of overreaching intervention in traditional
bank activities is the interim rules’ treatment of bank employees
who also have been registered as employees of a broker-dealer affil-
iate, of whom, as I mentioned, we have over 1,000. When per-
forming in the latter role, these dual employees would quite prop-
erly be subject to the supervision of the broker-dealer. However,
the SEC’s release indicates that it believes that the bank securities
activities of the employees should also be subject to broker-dealer
supervision, including approval and recordkeeping requirements.
This duplicative supervision is not only unnecessary and burden-
some, but in our view flies in the face of the principal of functional
regulation underlying Title II.

Thank you for your attention, and I’d be pleased to answer any
questions.

[The prepared statement of Michael E. Patterson can be found on
page 168 in the appendix.]

Chairman BACHUS. Thank you.
Mr. Higgins.

STATEMENT OF EDWARD D. HIGGINS, EXECUTIVE VICE PRESI-
DENT, U.S. BANCORP, ON BEHALF OF THE AMERICAN BANK-
ERS ASSOCIATION AND THE ABA SECURITIES ASSOCIATION

Mr. HIGGINS. Mr. Chairman, I’m Ed Higgins, Managing Director
of the Private Client Group at Firstar, a subsidiary of US Bancorp.
We operate in 25 States, primarily in the Midwest, West, and in
Florida. I am here today on behalf of the American Bankers Asso-
ciation and the ABA Securities Association.

As you have heard, the issues raised by these rules are of great
concern to all banks, large and small. Many services offered to
bank clients, including self-directed IRA account holders and Sec-
tion 401(k) plan participants will be significantly and negatively
impacted if the SEC’s interim final rules are not amended. Broker-
age services offered to retail customers from the bank lobby
through registered broker-dealers and sweep services offered de-
posit account holders are two other products that will suffer under
the SEC’s rules.

Before I discuss these issues in greater detail——
Chairman BACHUS. Could you slide that mike up a little closer?
Mr. HIGGINS. Before I discuss these issues in greater detail, how-

ever, I wish to go on record regarding the recent initiatives under-
taken by the SEC. We are grateful that the SEC has moved the
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compliance date to next May and has indicated further additional
time to comply will be given once the SEC issues amended final
rules. Industry discussions held since the SEC first issued its in-
terim final rules have been helpful, and we hope that they will con-
tinue as the SEC continues to learn more about our banking indus-
try.

One of the industry’s top concerns with the final rules is the
trust and fiduciary exemption’s chiefly compensated requirement as
interpreted by the SEC. We believe that the SEC has interpreted
the statute in such a way that banks will be forced to push out
many of the traditional trust and fiduciary activities in direct con-
travention of Congressional intent, or alternatively, expend mil-
lions of dollars to develop the requisite technology to comply.

The SEC’s narrow interpretation also harms consumers. For ex-
ample, employers who sponsor retirement plans for employees often
negotiate for bank trustees of Section 401(k) plans to be com-
pensated through the use of Section 12(b)(1) shareholder servicing
fees and other fees paid by the mutual funds in which the plan as-
sets are invested. Although this process and practice has been al-
lowed for years by the Department of Labor, the agency charged
under the Employee Retirement Income Security Act with regu-
lating Section 401(k) plans, accounts earning these fees would not
pass the chiefly compensated test. Many small employers can only
afford to offer their employees’ Section 401(k) plans through these
fee arrangements. At a time when we are encouraging consumers
to save for their retirement, it just does not seem right to eliminate
options that would allow consumers to do just that.

Order taking is another service offered by the banks where SEC
has taken an exceedingly narrow position with regard to the push-
out provisions that effectively prohibit banks from taking orders
from Section 401(k) participants, self-directed IRA customers and
many other consumers. The Act provides without limitations that
banks as part of their customary banking activities, that offer safe-
keeping and custody services with respect to securities, will be ex-
empted from the brokerage registration.

Order taking and buying or selling securities at customer direc-
tion, and as an adjunct to custody relationships, has long been a
traditional bank service. The Department of the Treasury, bank
regulators and well-known trust authorities dating back as early as
the 1930s have all recognized that order taking is a customary cus-
tody service.

The SEC disagrees, despite the fact that Members of the sub-
committees specifically added self-directed IRAs to the statute to
make clear that these accounts were adequately protected under
the legislation.

Broker-dealer firms do not want to assume order execution re-
sponsibility for bank custody accounts. Thousands of accounts
would have to be opened under individual customer account names.
Records for these accounts would have to be established and main-
tained, compliance responsibilities would be expanded by adding
these accounts to the broker’s book. Yet no assets would be held
in the account as the actual custodial account and assets would re-
main in the bank. Consequently, not even our members’ broker-
dealer affiliates wish to assume a business that significantly in-
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creases compliance costs and regulatory burdens for very little com-
pensation.

For the first time ever, the SEC has defined the term ‘‘nominal
one-time cash fee of a fixed dollar amount’’ to mean a payment that
does not exceed one hour of the gross cash wages of the unregis-
tered bank employee making the referral. In addition, the SEC in-
terpretation requires all points paid under a referral fee program
to be the same for all products.

Our members, banks and broker-dealers alike, have long oper-
ated their referral fee programs in compliance with all applicable
guidance, including guidance previously issued by the Securities
and Exchange Commission. In fact, the requirements that formed
the framework for the development of many bank referral fee pro-
grams involving products and other services rather than just secu-
rities are based on these SEC guidelines.

Finally, the Gramm-Leach-Bliley Act provides an exemption from
push-out for bank sweep services. I know that other members of
this panel will also discuss this issue, so I’ll merely close by sug-
gesting that before the SEC takes any action that might encourage
consumers to move their sweep deposit accounts from banks to
broker-dealers, consideration should be given as to what impact
such movement would have on the availability of deposits to fund
loans in our local communities. It would be prudent for the SEC
and the bank regulators to consider this issue jointly before any
regulatory action is taken that could cause significant
disintermediation of bank deposits.

Thank you for your time.
[The prepared statement of Edward D. Higgins can be found on

page 179 in the appendix.]
Chairman BACHUS. Thank you.
Mr. Kurucza.

STATEMENT OF ROBERT M. KURUCZA, GENERAL COUNSEL,
BANK SECURITIES ASSOCIATION

Mr. KURUCZA. Thank you, Chairman Bachus. My name is Bob
Kurucza. I am a partner in the law firm of Morrison & Foerster
and serve as General Counsel to the Bank Securities Association
(BSA). Prior to joining Morrison & Foerster, I served as Director
of the Securities and Corporate Practices Division at the OCC, and
as an Assistant Director in the Division of Investment Manage-
ment at the SEC. Accordingly, I have been involved in bank securi-
ties matters for over 20 years, both as a regulator and as a private
practitioner.

I am pleased to have the opportunity to appear today to discuss
the SEC’s ‘‘push-out’’ rules. As you know, these rules relate to the
bank broker-dealer exceptions in Title II of the Gramm-Leach-Bli-
ley Act, the so-called Title II Exceptions. This is a vitally important
matter for the banking industry, and we commend your leadership
in holding this hearing. We clearly need your help.

The Gramm-Leach-Bliley Act was intended to modernize the reg-
ulatory scheme for the financial services industry. There is no
question that functional regulation is a key component of the new
regulatory regime. However, Congress recognized the limits of func-
tional regulation. This is why it provided the Title II Exceptions.
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There was no need to subject activities that had been conducted
safely and soundly by banks—in many cases for over 100 years—
such as trust, fiduciary and sweep account services—to redundant
broker-dealer regulation. These activities have and continue to be
effectively regulated by Federal and State banking authorities
without any history of significant problems.

The Title II Exceptions were clearly intended to allow banks to
continue to conduct traditional securities-related activities undis-
turbed, without having to register as broker-dealers. The SEC
seems to have missed this fundamental point.

It is not surprising that the push-out rules, which in effect nul-
lify many of the Title II Exceptions, have met with almost uni-
versal criticism. The BSA has been a loud voice in this chorus of
critics. It believes the rules are fundamentally flawed from both a
procedural and substantive perspective.

As to process, the BSA believes that a substantial doubt exists,
from a legal standpoint, as to whether the SEC in issuing the rules
as ‘‘final rules’’ has met the stringent standards imposed under the
Administrative Procedures Act. There clearly was no urgent need
to adopt definitive rules. The only thing that had to happen imme-
diately was the deferral of the May 12th effective date.

By issuing final rules without providing prior notice or the oppor-
tunity for public comment, the SEC placed banks in a Catch–22 po-
sition. To its credit, the SEC recognized the quandary in which it
had put banks, and recently extended the Title II compliance dates
until May of next year. This is a welcome first step in the right di-
rection. However, no amount of time delay will cure the sub-
stantive defects in the rules.

In this regard, the BSA believes that most of the rules will great-
ly diminish the ability of banks to provide longstanding services to
their customers. Accordingly, they clearly contravene Congressional
intent and reflect a basic lack of understanding as to the nature,
structure and pricing of these services. The rules are replete with
departures from Congressional intent. This is the case with almost
all of the Title II Exceptions. Even in cases where the SEC osten-
sibly is attempting to provide relief or flexibility, it conditions the
availability of the relief on such onerous and unworkable conditions
that it is rendered meaningless.

As the SEC has acknowledged, banks now conduct most of their
core securities activities, such as full service brokerage, through
registered broker-dealers. Nonetheless, the SEC somehow believes
that banks will use the Title II Exceptions to evade broker-dealer
regulation. This is pure sophistry of the highest degree. Banks
have been conducting most of their securities activities through
registered broker-dealers for many years. They have done so volun-
tarily even though a blanket exemption from regulation was avail-
able.

Where does this leave us? There is no question that the rules
must be rebuilt from the ground up. We would hope that the SEC
would heed the concerns expressed by your subcommittees and
other interested parties. Based on this input, we would urge the
SEC to start afresh and republish the rules as proposed rules that
follow Congress’s mandate and conform to a normal rulemaking
process.
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Thank you again for the opportunity to appear. We greatly ap-
preciate it. I would be happy to answer any questions that you may
have.

[The prepared statement of Robert M. Kurucza can be found on
page 198 in the appendix.]

Chairman BACHUS. I appreciate that.
Mr. Pollard.

STATEMENT OF K. REID POLLARD, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, RANDOLPH BANK & TRUST COMPANY,
ON BEHALF OF THE INDEPENDENT COMMUNITY BANKERS
OF AMERICA

Mr. POLLARD. Chairman Bachus, Members of the subcommittees,
my name is Reid Pollard, and I am President and CEO of Randolph
Bank & Trust Company, a $186 million community bank in
Asheboro, North Carolina. I also serve on the Federal Legislation
Committee of the Independent Community Bankers of America
(ICBA), on whose behalf I am testifying today.

Thank you for this opportunity to express our views on the effect
the SEC’s proposed broker-dealer rule would have on community
banks. We believe the SEC’s rule in its present form is incompat-
ible with Congressional intent. To quote from your letter of July 19
by Chairman Oxley and every subcommittee chair: ‘‘We are trou-
bled that the rules do not reflect the statutory intent of Congress
to allow certain traditional banking activities involving securities,
such as trust and custody services, to remain in the bank and out-
side SEC regulation.’’

A separate letter sent by Ranking Member LaFalce expressed
similar concerns. Clearly, this subcommittee, the subcommittee of
primary jurisdiction, knows what Congress intended when it
passed the Gramm-Leach-Bliley Act. We encourage the SEC to de-
velop a regulatory scheme that meets this intent.

We are greatly concerned that the SEC’s proposal in its present
form would impose unworkable and burdensome requirements on
small banks.

Indeed, we believe that in some cases the additional require-
ments placed on banks to comply with the rule would essentially
nullify the exceptions that Congress wisely wrote into the law.
These exceptions are extremely important for community banks
and our customers. Registering as broker-dealers is simply not an
option for most small banks.

It appears that the SEC has failed to take into account the ex-
tensive fiduciary requirements that other laws impose on bank
trust and fiduciary activities as well as the existing supervisory
framework that Federal banking agencies have established to su-
pervise these activities.

Nullifying the exceptions or rendering them useless because of
unnecessarily restrictive regulations would have a damaging effect
on our banks and our communities.

If community banks lose these exceptions, customers in many
rural areas might not have anywhere else to turn for these serv-
ices. That is why it is so important to get this rule right, to adhere
to the intent of Congress as closely as possible to allow banks to
continue to do the things we have been doing for many years with-
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out any problems. And many banks have been doing it for quite
some time. Our bank has been offering securities and other non-
deposit products and services for over 9 years. We are very pleased
with how we have assisted our customers and grown to become a
total financial services center in our community.

Like you, Mr. Chairman, we have a number of substantive con-
cerns which we have spelled out in detail in our comment letter.
We feel the interim final rule would be very disruptive for custodial
services, retirement plans, and many other products and services
that include security services that banks have offered their cus-
tomers for many years without problems. These products and serv-
ices were and should be exempted by statute. Unfortunately, the
existing SEC approach goes in a very different direction, and in
some instances what is supposed to be investor protection would
actually be investor exclusion.

Like you, Mr. Chairman, we very much welcome and appreciate
the SEC’s announcement on July 17 that the compliance date and
comment period for this rule would be extended and that the rule
would be amended. But we ask the SEC to take it a step further.
We believe the SEC should issue a substantially revised proposal
for public comment. We believe it would be an error for the SEC
to try to fix this rule based on comments on the existing flawed in-
terim final rules. Rather, a new proposal is needed that takes into
account the comments the agency has already received, and it is
extremely important that the public have a further opportunity to
comment on a revised proposal.

We believe the SEC should work closely with the Federal bank-
ing agencies as it drafts a proposal that would impact the banking
industry.

Finally, we believe that the SEC should defer compliance for at
least 12 months after a final rule is published. This is critical to
allow banks the time to adopt systems, procedures and products
and services.

Mr. Chairman, we want to thank you and the other Members on
the subcommittees who have brought critical attention and focus to
this issue. You have provided the leadership necessary to get the
bank broker-dealer exceptions back on the right track, the track
that you intended in adopting the Gramm-Leach-Bliley Act some
20 years ago.

Thank you again for this opportunity to testify. I will be happy
to answer any questions you may have.

[The prepared statement of K. Reid Pollard can be found on page
230 in the appendix.]

Chairman BACHUS. Mr. Maloney, I noticed from reading your
written testimony that you are also a faculty member at Boston
University.

Mr. MALONEY. I had the misfortune of being trained as a lawyer,
yes, Mr. Chairman.

Chairman BACHUS. But you teach trust and securities activities.
Mr. MALONEY. Yes, sir.
Chairman BACHUS. So we’re very much looking forward to your

testimony.
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STATEMENT OF EUGENE F. MALONEY, EXECUTIVE VICE
PRESIDENT AND CORPORATE COUNSEL, FEDERATED INVES-
TORS, INC.

Mr. MALONEY. I have two roles, Mr. Chairman. I’m a senior offi-
cer in my company, and for the last 13 years, I have been a mem-
ber of the faculty of Boston University Law School. And I teach a
course on the trust and securities activities of banks. So this is an
issue that I’ve been involved in both corporately, but academically
as well.

My company is involved in Gramm-Leach-Bliley primarily be-
cause of the $160 billion in the mutual funds that we manage. Eas-
ily 50 percent comes from the 1,400 bank trust departments
throughout the country that we do business with. And I’m really
not here today in behalf of my company. I’m here in behalf of our
clients. And they aren’t just clients, they’re friends.

I got involved in H.R. 10 when to our surprise it made it through
the House by one vote. We looked at Title II and the 11 Exceptions
from broker-dealer status, and we superimposed those 11 Excep-
tions on the typical book of business of a community bank trust de-
partment, and were very, very concerned that between 10 and 15
percent of the traditional products and services offered by a com-
munity bank trust department would have to be pushed out to a
broker-dealer.

We came down here and spoke to folks on the Senate side. And
we had two questions. One, here’s an examination procedures
checklist. And every time a bank examiner goes into a bank trust
department, he or she is required to make sure that the bank em-
ployee has the requisite level of training, supervision and education
to perform their role. We don’t see the need for SEC supervision
and a securities license for those kinds of people. And I guess we
were interested in hearing what had come to the attention of Con-
gress that would somehow warrant the involvement of the SEC in
an industry that certainly in my 29 years has largely been prob-
lem-free.

We were told that our arguments had merit, but we were simply
too late. Congress, as you know, time ran out. We knew there
would be a son of H.R. 10. And we were here first at the table in
the spring of 1999. We again worked with the folks on the Senate
side of the table. And again, our concern was that the overly broad
language in Title II would cause our clients to have to discontinue
services which they had been offering problem-free for decades.

Participant-directed Section 401(k) was one that we were par-
ticularly concerned about. We were told that again our arguments
had merit. The Senate would certainly consider them. The Senate
version of Title II, as you know, was not passed, and Title II in the
House version was, in fact, passed. I gave my first speech on
Gramm-Leach-Bliley in Chicago in January of 2000 to 400 commu-
nity bankers, and they were in a very celebratory mood. They had
party hats on and noisemakers. And my comments were twofold.
One, if this thing is read wrong, it could take 2,000 community
bank trust departments off the competitive board in a heartbeat.
And number two, anything that takes 50 lawyers two days to ex-
plain can’t be all that great. And I sat down.
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It was clear to us that the SEC was going to make a place for
itself in bank trust departments. My company has a habit of work-
ing with the regulatory agencies in behalf of our clients, and I was
dispatched to Washington to really work with the staff of the Secu-
rities and Exchange Commission, not to dispute their jurisdiction,
but to rather educate them on what goes on inside a bank trust de-
partment. I can tell you personally that I have not had a better,
more positive, constructive experience with a regulatory agency
than we did with the professionals at the Securities and Exchange
Commission. We found them willing to listen. We had access any-
time we wished. They were eager to learn. And frankly, the 158-
page effort we feel is extraordinary, given an agency that came
from a standing start.

But there are problems. And I think the problems really stem
from what the SEC is and how they go about the regulatory proc-
ess. To the SEC, everything is brokerage and everything is a bro-
kerage commission until proven to the contrary. It’s almost like the
French system of justice. We have taken the position—and you’ll
see it in our comment letter, Mr. Chairman—that the assumption
should be that everything that goes on inside of a bank trust de-
partment should be fiduciary in nature. And indeed, there’s a per-
vasive body of State trust law and ERISA at the Federal level that
basically precludes a fiduciary from receiving a commission as a by-
product of an investment decision. So if there is brokerage activity
lurking out there, it certainly escaped our observation.

We’re particularly concerned as banks start to take their rightful
place in the financial services community, they’re starting to price
their products, processes and services the same way their competi-
tors are. And they’re starting to use mutual funds packaged prod-
ucts, if you will, as delivery vehicles for pooled investment manage-
ment. They’re starting to replace traditional trust delivery vehicles,
common trust funds and collective investment funds.

There are statutes in all 50 States that permit a fiduciary to
make an investment decision to use a mutual fund and at the same
time provide discrete services to those mutual funds for which they
receive additional fund-level compensation. All three bank regu-
latory agencies have examined these statutes, looked at the prac-
tices, and concluded that they’re consistent with the law of trust.
The problem, of course, is it bumps right into the chiefly com-
pensated test.

We were the organization in the spring of 1994, in response to
requests from our very large bank clients, that came up with the
concept of bundled fees for defined contribution plans. Large bank
after large bank would complain to us that in a competitive setting,
the explicit nature of their fees when matched against mutual
funds sponsors or broker-dealers, where their fees were built into
the products and processes, put them at an enormous competitive
advantage. So why can’t you, with all of your legal resources, come
up with a way for us to price our products and process implicitly
as well?

The Department of Labor looked at fund-level compensation in
defined contribution relationships for the better part of two-and-a-
half years, issued two advisory opinions specifically authorizing di-
rected trustees to receive fund-level compensation, and while doing
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so, not creating a conflict of interest or a prohibited transaction.
That’s what Ed Higgins was referring to in his comments. It was
wonderful for us to see our clients now being able to offer competi-
tive products and processes to that defined contribution market-
place.

And now, of course, you run into the issue of whether or not if
all of the compensation takes place at the fund level, if that’s
deemed to be brokerage, the vast majority of community banks in
this country simply can’t organize broker-dealers. I wish Mrs.
Jones was here to hear this. When the prospect of push-out and
community banks surfaced, we hired a former senior official from
the Securities and Exchange Commission to advise us on the likeli-
hood of community banks being meaningful players if they had to
organize broker-dealers. He said simply, forget it. It’s too expen-
sive. The compliance process is too overbearing.

So there are practical issues at work here as well. The chiefly
compensated test is hopelessly complex. If I was going to give you
a two-word summary of where our clients would be on this, they
won’t do it. It’s very simply. They simply won’t do it. A large bank
client of our firm in anticipation of my appearing today called and
said we have 8,000 separate fee schedules for personal trust. I was
going to bring one fee schedule with me of a large bank client of
ours. It looks like a small suburban telephone book. And if you
read the SEC release, the assumption is that since all clients pay
the same fee, it’s a simple arithmetic calculation to determine if the
chiefly compensated test has been met or exceeded. That simply
isn’t reality.

So it’s a problem. It’s a great problem. And we’re not here today
to suggest solutions. But we are here today to suggest there has
to be a dialogue between the Commission and the bank regulatory
agencies, and the community banks of this country can’t be in the
middle of the problem.

Thank you.
[The prepared statement of Eugene F. Maloney can be found on

page 262 in the appendix.]
Chairman BACHUS. We very much appreciate your testimony.
Mr. Watt, you were so kind to yield to multiple opening state-

ments over here. I would like to return the favor.
Mr. WATT. That’s mighty kind of you, Mr. Chairman. And I want

to thank all of you for being here. I apologize to the first two-and-
a-half witnesses for missing your testimony. I was trying to get
back, but just couldn’t get here in time, to extend a special welcome
to Mr. Pollard from North Carolina, a well respected and admired
member of our community in North Carolina.

I think we were doing all right until we got to Mr. Maloney, and
all of a sudden, what everybody had been saying, it sounds to me
like he may have exploded. Mr. Pollard—well, I’d have to say, I
leaned over to one of the staff people back here when Mr. Pollard
said if there’s anybody who knows what the intent of Gramm-
Leach-Bliley was, it was Members of this subcommittee, I said ‘‘I
don’t think so.’’ You ask 50-some Members of this subcommittee,
you’d probably get 50-some different intents of what Gramm-Leach-
Bliley was all about. And a lot of uncertainty and a lot of, well, I
didn’t even think about that issue.
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So then we get to Mr. Maloney and he says, OK, well, we had
a legislative intent. We took it to the U.S. Senate. And the U.S.
Senate put it in their bill, but the U.S. Senate bill was not the bill
that got passed. So if that’s the case, then maybe this clarity about
what the legislative intent was is not nearly as clear as we would
like to think that it is. Because if Mr. Maloney was working with
the Senate and he put what he wanted in the Senate bill and then
the House didn’t pass that version of it and the final bill was the
House version, what does that do to the legislative intent that we
thought was so clear on this issue?

Now, having said that, we’ve got a problem and I think we put
our finger on it. I may have stumbled on the right question in my
question to Mr. Meyer when I asked him whether there were any
things that banks were doing that the SEC ought to be regulating.
He said if banks are doing anything that the SEC ought to be regu-
lating, then that activity has to be pushed out, which presents
some serious, it sounds to me, problems for particularly community
banks, because I thought I heard Mr. Pollard say at least a sub-
stantial minority part of what he does—maybe 10, 15 percent, ac-
cording to Mr. Maloney—is securities services. I’m not sure what
that is. But if those securities services are the things that are typi-
cally under the review and jurisdiction of the SEC, Mr. Meyer just
told me on the preceding panel that those services have to be
pushed out, which is something that community banks don’t want.
But if they are securities services that are typically regulated by
SEC, then I hear everybody else saying we don’t want the SEC reg-
ulating them if they’re being done inside banks. So we’ve got a real
problem on that 10 to 15 percent of business unless I’m misdefining
the problem.

So I’ve defined the problem. First of all, I guess the question is,
what is your reaction to Mr. Meyer’s position that everything that
banks are doing that SEC ought to have some—may have some ju-
risdiction over has got to be pushed out of the bank?

Mr. MALONEY. Mr. Watt, let me help you with your problem.
Mr. WATT. All right. Help me.
Mr. MALONEY. Let’s take participant-directed Section 401(k). A

growth area for banks, large, medium and small. This is the way
the product works. Now bear in mind, in Title II, there’s a two-part
test. Part one is the nature of the relationship the bank has with
its customer, the so-called fiduciary relationship.

Now the SEC has given us a specific exemption in their release
for participant-directed Section 401(k). They argued the issue of
whether or not it was a fiduciary relationship, but they conceded
maybe it is. That’s part one of the test. Number two is the chiefly
compensated test. So you could have a fiduciary relationship that
passes part one, but flunks part two because of the nature of the
compensation arrangement you have.

Now in a participant-directed Section 401(k) product, it’s typi-
cally a menu of mutual funds. If it’s a large bank, it’s proprietary
funds—FirstUnion would be a good example in your State, sir, or
Bank of America—and a mix of third-party funds, depending on
their investment objectives and policies. It’s almost certain that the
compensation that the bank is going to receive for the various serv-
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ices it provides in connection with that product is going to come
from payments at the mutual fund level.

The services the bank provides are investment, directed trustee,
reporting and recordkeeping. You probably didn’t notice sales or
commission-driven activities. The mere fact that the bank gets all
of its compensation at the fund level, because that’s the way its
competitors are pricing their services, triggers the chiefly com-
pensated test. That was the point I was making.

Mr. WATT. All right. Let me ask Mr. Pollard whether there are
any things in what you called securities services—that’s the term
you used—that you’re doing in the bank, inside the bank, that
would traditionally be regulated by the SEC, and what your reac-
tion is to the prospect of having to push those things out.

Mr. POLLARD. The prospect of having to push those things out is
very scary.

Mr. WATT. What are they? Just give me a couple of examples.
Mr. POLLARD. Those securities services, they’re the things like

you talked about with the previous panel. A customer may come in
and want a self-directed retirement plan or just funds that they
want to invest for their financial welfare that they do not intend
to put in an insured bank product. That can be mutual funds, that
can be annuities, that can be a basket of stocks. Those activities
we are conducting at the present time in a wholly-owned subsidiary
of the bank.

Our State commissioner’s office has interpreted Gramm-Leach-
Bliley to say that the intent of Gramm-Leach-Bliley is that we
could conduct those activities in the bank without a separate whol-
ly-owned subsidiary in the future. They have told banks in the
State that you no longer have to form that subsidiary to conduct
that per Gramm-Leach-Bliley. So there you have an interpretation
very much different than that of the SEC as to what the intent of
the subcommittees and the Congress was with Gramm-Leach-Bli-
ley.

But we conduct that, have conducted it for 9 years, in a sub-
sidiary of the bank. We have a third-party broker-dealer relation-
ship with a large, established, SEC-regulated broker-dealer. Our
revenue comes from a split of that revenue from the third-party
vendor. We do not charge the customer additional fees. I think that
was the question you were trying to get at with the previous panel.
As Mr. Maloney stated, our revenue comes from our agreement
with the third-party provider out of those products. And it would
be difficult for a $186 million bank to push those out, whatever
they may be. Right now it is very difficult to determine, and it’s
very, I guess you could say, frightening to determine where it could
be pushed out.

Mr. WATT. Mr. Chairman, I’m well over my time. You’ve been
very generous. You all have been very generous with your time.
Could I just ask Mr. Maloney to do one thing? Not a verbal re-
sponse, but it would be helpful if we knew if you had the ideal that
would have addressed this issue had we adopted that language as
opposed to the language that’s actually in Gramm-Leach-Bliley. Be-
cause it may well be that this is sufficiently murky at this point
that we may have to go back and revisit this issue, because from
what I’m hearing, the legislative intent may not be as clear as ev-
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erybody is saying the legislative intent was. But if we were going
to address this problem and correct it in the way that you would
have had Gramm-Leach-Bliley address it in the first place, it might
be helpful to have that specific language.

Mr. MALONEY. Yes, sir. Be happy to.
Mr. KURUCZA. Mr. Watt, may I jump in here?
Mr. WATT. Sure. I’m sorry. I didn’t mean to cut anybody off. My

red light has been on for a good while, so I was just trying to make
a graceful exit.

Mr. KURUCZA. It might be useful to just back up a little bit and
provide a perspective. As I mentioned in my remarks today, while
a general bank exemption still exists, which would have expired on
May 12th without the deferral by the SEC, over 90 percent of all
bank securities activities are today conducted through registered
broker-dealers. And so you have a situation where banks, for safety
and soundness and other reasons, and being very prudent for well
over 15 years, have pushed out voluntarily, their activities into reg-
istered broker-dealers. Stated simply, when the banks recognize a
true securities activity without any prompting, without any forcing
from the SEC, they have volunteered registration as broker-deal-
ers.

Mr. WATT. But if we got a State regulator who’s telling commu-
nity banks all of a sudden you don’t have to push that out any-
more, you don’t even have to have a separate subsidiary to do it,
maybe that 10 percent gets bigger over time. But even if it doesn’t,
the gray area is still that 10 percent, which is what I was saying
to Mr. Baker earlier. It’s not the 90 percent that’s causing the prob-
lem. I think everybody is in agreement on that. The question is,
who has regulatory authority in that 10 percent area and how does
it get exercised in some responsible way? And how does it get exer-
cised in a nonduplicative way? Because I think we all agree that
you shouldn’t have—maybe you’ve got shared responsibility for the
regulation, but you shouldn’t have one set of regulations by the
banking regulators and a separate set superimposed on top of that
by SEC.

Mr. KURUCZA. Mr. Watt, I believe you’re quite correct. It’s that
10 percent. But I would submit to you that I think we need further
refinement of that 10 percent in terms of what are the nature of
the activities involved? In other words, if in talking about that 10
percent bucket, we’re talking about pure full-service brokerage ac-
tivities, registration may be appropriate, versus what I think has
been the topic of today, the nature of the activities covered by the
Title II exceptions, which, quite frankly, get into a marginal gray
area of traditional bank activities where registration is not justi-
fied. In all cases we must concede there is some securities-related
aspect. It’s almost by definition. There would be no need for the ex-
ceptions but for this fact.

If you looked at these activities in isolation, putting on my old
SEC hat, I’d conclude that they were brokerage activities. But the
reason for the exceptions is notwithstanding this, because they’re
traditional activities that have been effectively regulated by the
bank regulators for umpteen years, there’s really no need to super-
impose redundant regulation by the SEC on top of that.
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Chairman BACHUS. I appreciate that. Regulatory oversight of a
bank trust department is significantly different from oversight of
a brokerage firm. Could you briefly describe the oversight that a
bank trust department receives and why additional SEC oversight
would be unnecessary? And Mr. Higgins representing a large bank,
and Mr. Pollard, maybe a smaller institution. Mr. Maloney, your
clients are obviously banks. And either of the other two gentlemen
that would like to offer any comment. If you agree with that.

Mr. HIGGINS. Thank you, Mr. Chairman. The primary regulator
of national banks is the Office of the Comptroller of the Currency.
And with all due respect to Ms. Broadman and her demure pres-
ence here today, it is a five-alarm fire when a complaint letter
flows through the OCC to our bank or any national bank. We take
that extremely seriously.

We have OCC regulators who, because of the size of our organi-
zation, are resident in the bank. They have offices in the bank 5
days a week, 52 weeks a year, and are almost a part of our man-
agement team. Their efforts are supplemented by our outside audi-
tors, in our case, Price-Waterhouse-Coopers. In addition, we have
an audit department that oversees all of our banking activities. We
have a compliance group specifically dedicated to trust, headed in
our case by a former OCC bank examiner. So I think our self-polic-
ing is extremely strong.

I also question whether or not the consumer is better served by
having the SEC represent their interests. As I understand it, the
course of action open most often to an aggrieved investor in a bro-
kerage firm is mediation or arbitration I should say. On the other
hand, if you have a grievance against a bank trust department,
you’re free to sue us in State court before a jury with the oppor-
tunity perhaps to collect punitive damages. So I’m not so sure that
necessarily pushing out these accounts to a broker-dealer puts the
consumer in a better position.

Chairman BACHUS. Mr. Pollard.
Mr. POLLARD. The FDIC is our primary regulator, and they have

always reviewed thoroughly our activities in the securities busi-
ness. We have never had any significant problems. In fact, they’re
in there now. In another 3 weeks, I hope to be able to tell you the
same thing.

Our bank compliance officer regularly reviews these types of
transactions. We are audited periodically by the compliance man-
ager of our broker-dealer. A representative of our broker-dealer
that we use, comes into the bank, comes into these offices, and re-
views the various transactions for compliance with all the laws and
regulations. We have not had any significant problems from cus-
tomers because we are trying to look out, we hope, for their best
interest and to develop a full relationship.

We believe that the FDIC, our State office of Commissioner of
Banks, and the regulation from the compliance department of our
broker-dealer, have been very adequate for our activities.

Chairman BACHUS. Thank you. Anyone else who would like to
comment?

Mr. MALONEY. The checklist that a bank examiner is required to
work from, when he or she examines a bank trust department is
very detailed, exquisitely detailed. When we were talking to folks



45

on the Senate side with respect to Gramm-Leach-Bliley, they asked
us to prepare a memorandum of law comparing the standard of
care that exists between a brokerage client and a brokerage rep-
resentative and a fiduciary and a beneficiary. I had never done
that before, but it was interesting to read the outcome.

The standard to which a bank is held is far higher than that
which exists between a broker and his customer. When we were
talking to the staff, the result of which were the three exemptions
we were granted, I got a sense of how this could go wrong. And I’d
just like to share that anecdote with you.

We were talking about entry-level trust accounts, Mr. Baker’s
question earlier, and how that all works. And you come in the trust
department and there is a variety of options available as to how
they’re going to manage your assets. Common trust funds, indi-
vidual securities, mutual funds, perhaps a combination thereof, or
one or the other. And the folks from the Commission said aha! Just
like a Reimbursement Account Plan account, which of course in
their calculus is a brokerage relationship. I said it’s not just like
a RAP account. I said there’s this standard to which the bank is
held. It’s called the Uniform Prudent Investor Act, which has been
passed in all 50 States. And that’s the standard to which the bank
is held in managing your wealth. And if there are problems, if the
assets are mismanaged or a conflict of interest, whatever the case
may be, as Ed pointed out, there are remedies available in State
court for misconduct by banks. And those remedies are equally if
not more severe than anything meted out under the various securi-
ties laws.

So the idea that there aren’t any protections in place for clients
of bank trust departments is simply not the case.

Chairman BACHUS. All right. Thank you. There have been some
comments made about the intent of Congress. I think what we in-
tended to do was very clear. I think that we, at least in pretty plain
language, I thought expressed our intent. But perhaps what the
Senate language might have is it may be tighter drafted and have
anticipated something that we didn’t anticipate. So I think it would
be helpful to look at that as we move forward.

But I can tell you that it was the fairly unanimous intention of
Congress to let trust departments, fiduciary relationships and for
the oversight of that to remain with the banking regulators. And
I think we all agree. I think I’ve heard nothing on this panel
which—but, you know, obviously sometimes you anticipate prob-
lems, and those may have been addressed in the Senate bill.

Mr. Higgins, I’m going to quote something you said. You said
since the SEC first issued the interim final rules in mid-May, mem-
bers of the SEC staff have conducted a series of meetings with var-
ious industry groups in order to get a clearer understanding of the
difficulties that the industry would experience when the interim
final rules went into effect.

I’ll ask all of you this. Did the SEC hold meetings with you or
your groups prior to issuing the final interim rules? That would be
my first question.

Mr. MALONEY. We had extensive contact with the staff of the
SEC, Mr. Chairman. And as I mentioned in my earlier remarks, all
of it was positive.
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To your question, nobody seems to know the answer yet, but we
hope we can get it. We’ve undertaken to both the SEC and to the
Office of the Comptroller of the Currency, we’re going to have a law
firm go in and do a Gramm-Leach-Bliley audit of a $3.2 billion na-
tional bank trust department that’s engaged in virtually all of the
activities described in Title II, and we want to get a sense back of
what if any dislocations will be caused as a result of what’s in the
release. I think we all need that kind of practical information.

Chairman BACHUS. So there was contact between you and the
SEC?

Mr. MALONEY. Yes, sir.
Chairman BACHUS. Prior to issuing the final interim rules?
Mr. MALONEY. Yes.
Mr. HIGGINS. Mr. Chairman, I’ve also learned that members of

the American Bankers Association staff contacted the SEC staff
very early on in this process. And once schedules permitted, senior
staffers met in the fall of last year to begin a dialogue.

Mr. KURUCZA. I can also add to that, Mr. Chairman, the Bank
Securities Association did have meetings with the SEC staff and in
one case an individual commissioner. And again, I think they are
to be applauded for that in terms of trying to gather a baseline of
information. But I’d also state that I think there is no substitute
for a public comment period in a normal rulemaking. Quite frankly,
on an informal level, perhaps the candor is better than it would be
in terms of written comments. Perhaps it’s not. But again, the Ad-
ministrative Procedure Act does require it, and I think quali-
tatively that was missing from this exercise.

Chairman BACHUS. Right. Many people have pointed out to us
that the provisions of the Administrative Practice Act obviously
were not followed.

Mr. Pollard.
Mr. POLLARD. Yes. Our bank was not contacted. The ICBA re-

ceived minimal contact, and a meeting was discussed, but it did not
occur prior to the publication of the rule. There has been contact
since, and that effort has improved.

Chairman BACHUS. One pattern that I sometimes see is that the
smaller banks are not contacted and do not participate to the level
that the larger institutions do. And of course, the larger institu-
tions have a more effective, well-paid lobby here in the city. But
that should not account for the lack of an invitation to the table.

My next question, were your concerns addressed in the interim
final rules? And please limit your remarks. And we’ll start with
Mr. Patterson.

Mr. PATTERSON. Well, we participated in conversations with the
Commission staff through trade associations, in particular, the
ABA Securities Association. The areas of concern are addressed in
the rules. But, as you can tell from our testimony and our exten-
sive comments, not to our satisfaction.

Chairman BACHUS. Mr. Higgins, were your concerns addressed in
a constructive way?

Mr. HIGGINS. The SEC staffers we met with appeared to listen,
but I don’t think they quite understood exactly how mechanically
a bank trust department works. And push-out of function is push-
out of relationships, and that’s a very big deal for us. We have rela-
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tionships that are two or three trusts, two or three custody ac-
counts, perhaps a family foundation, and they may have been with
us for 20 years, and now we’ll have to ask that client who chose
us, who chose a bank trust department, to leave.

Chairman BACHUS. They listened, but your concerns were
not——

Mr. HIGGINS. To give them credit, I believe they thought they
were right.

Chairman BACHUS. Thank you.
Mr. Kurucza.
Mr. KURUCZA. I would add, and let me just single out one par-

ticular issue that the Bank Securities Association, a number of
members have been keenly interested in, which has not come up
as a specific topic, are the sweep accounts. Again, a very important
product, whether it’s for business customers, small business cus-
tomers, whether it’s a retail product, whether it’s used in a trust
context, very, very important product Mr. Higgins mentioned ear-
lier. What the SEC has done in the interim final rules was to adopt
from an unrelated disclosure context a National Association of Se-
curities Dealers definition of what is ‘‘load.’’ And again, it’s ironic
that, as you well know, Mr. Chairman, again, the long history of
financial modernization, that definition has been in here for over
15 years going back to legislation, never been changed because of
the compromise that had been reached on it, and they reached back
and decided to select this NASD definition.

You know, we went through all the analysis, we went through
all the arguments. We discussed in detail the terrible impact that
this would have. And really, quite frankly, most importantly, there
was no need for it from an investor protection perspective. We’re
talking about a money market fund. While no securities product is
risk-free, if there ever was one that was risk-free, or relatively risk-
free, it’s a money market fund, largely due to the very stringent
and effective SEC regulation of money market funds. Nonetheless,
they chose to do that.

Two named sponsors of the Gramm-Leach-Bliley Act wrote let-
ters on this very point to the SEC, one in the end of December from
Mr. Leach and one on the Senate side from Mr. Gramm indicating
their view on this, which was contrary to the SEC position. These
views were apparently dismissed in the interim final rules. So
that’s a long-winded answer to your question, but I guess in terms
of the satisfaction point, the answer is no.

Chairman BACHUS. Thank you.
Mr. MALONEY. We were satisfied, Mr. Chairman. We put in three

exemption requests and they in large measure were granted.
Chairman BACHUS. OK. Thank you.
Mr. Pollard.
Mr. POLLARD. Really nothing else to add.
Chairman BACHUS. Thank you. I think at this time I want to ex-

press to you that your message has reached the Hill. We are as
concerned as you are about these interim final rules. We’re also
concerned about the effect that it’s already had on your institutions
in incurring expenses and reviewing the rules and preparing for
something that we hope won’t happen, but you can’t simply assume
that. So you’ve already had expenses. Your testimony has been
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helpful. Your representatives I think have done an effective job of
letting us know where the problems are.

The bank regulators have done an exceptionally good job of high-
lighting the problems with the new rules, and I think the Securi-
ties and Exchange Commission as a result of that is responsive and
will be responsive to these concerns. In fact, they made a commit-
ment here today to make substantial changes to those rules. At
least that’s what I heard.

I think it’s the wish of the industry, of the Congress, of your in-
stitutions that the Securities and Exchange Commission with the
aid and advice of the Federal bank regulators who have the experi-
ence in this field and with your input that they will make the nec-
essary changes. And I’m optimistic that they will.

No one wants to reopen Gramm-Leach-Bliley. That’s not an op-
tion that we want to pursue unless absolutely our backs are to the
wall and there’s no other option. If that’s pursued, it will have to
be done I think in a bipartisan way with the agreement of both
Houses to do it in some legislation that is not open to amendment
with other issues coming in that may be problematic, basically an
agreed solution that moves by maybe consent document, something
of that nature.

This concludes our hearing. I appreciate your testimony.
Ms. Hart, I will recognize you at this time, the lady from Penn-

sylvania. A very valuable Member of our subcommittee.
Ms. HART. Wow. I’m really glad I came now. Thanks for your in-

dulgence, Mr. Chairman. As you know, we had a conference and I
had a lot of conflicts and I really had hoped to be here. One thing
I want to thank the Chairman for indulging our request also to
have Mr. Maloney be one of the witnesses today. My counsel was
here for the testimony, and she just whispered in my ear, and I
wanted to thank him for taking the time to do this. And I under-
stand that you did a nice introduction.

But I also want to let everybody know, and unfortunately, we
don’t have that many colleagues here, and perhaps I’ll send a
memo around to them, to let them know that obviously we know
this is an extremely important issue, but that Mr. Maloney has
been involved for quite a while professionally in working with both
banking and securities industries and I think as well as some other
witnesses has been able to shed some light on this issue for us so
that we kind of push to have it dealt with in a reasonable way, to
come to a conclusion that isn’t going to be burdensome for the in-
dustry. And I want to thank you, Mr. Chairman, for completing the
hearing, and I don’t have any questions for the witnesses.

Chairman BACHUS. Thank you. Ms. Hart said this is hopefully
the last day of our session, and we’re dealing with a very important
issue that apparently today finally is working itself out on the
floor. We have various press conferences about it, dueling press
conferences and the like.

Mr. Maloney has given some very valuable testimony, and as
have all you gentlemen. And at this time, the hearing is adjourned.

[Whereupon, at 1:39 p.m., the hearing was adjourned.]
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